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Coming —The Export-Import Bank of Wash- 
ington has made it considerably easier for 
the American businessman to sell his prod- 
ucts in foreign countries. As a consequence, 
foreign countries have become more attrac- 
tive to the American businessman as a lu- 
crative market for his goods, and in many 
cases as a place of manufacture. J. Henry 
Landman, in the next issue, discusses the 
Republic of Haiti, a near-neighbor whose 
potentialities are being realized by only 
a few. 


The valuation of common stock of unlisted 
corporations for estate and inheritance tax 
purposes is oftentimes a tax guessing game, 
with each governmental unit making its own 
rules. John F. Maney, who has had con- 
siderable experience in valuation problems, 
sheds light on this one in the next issue. 


It isn't often that a tax problem involving 
documentary stamp taxes is discussed, but 
we have scheduled an article, by Charles 
C. Jensch, dealing with their application to 
large corporate loans. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
lo this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information, 
The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative... 





a Prizes which the taxpayer received after he 
gave the correct answers to questions asked him during an unex 
pected telephone call from a radio quiz show were gifts, not 
compensation. The Tax Court distinguished this case from those 
in which the winner actively sought to enter the contest, In 
answering questions posed by the give-away program, the 
taxpayer did not perform a service but satisfied a condition to a 
gift Ray W. ( ampeau, CCH Dec. 21.046, 24 TC No. 39. 


\ DEBT is not a business bad debt merely 
because it has relation to some business. The business must be 
that of the taxpayer. It will not suffice for the debt to be incurred 
on account of the business of some other legal entity, such as a 
corporation, even though the taxpayer may be a stockholder or 
officer. In such a situation, the business giving rise to the obliga 
tion is considered to be different from any business carried on 
by the individual.—Robert C. Wheeler, CCH Dec. 21,033(M), 14 
TCM —, No. 509. 


| F THE TAXPAYER’S WIFE, in an annul 
ment or divorce proceedings, files an affidavit containing deroga 
tory accusations and circulates derogatory stories designed to damage 
the taxpayer in his business or profession in their small town, what’s 
the taxpayer to do? If he ignores her, he’ll suffer irreparable injury 
in his profession or business. So he pays her. The taxpayer says 
that the amount he paid should be deductible from his income 
as a loss by theft because extortion is tantamount to theft, or, 
in the alternative, the deduction should be allowed as a business 
expense because the payments were necessary in order to protect 
his professional practice or business. Later the taxpayer obtained 
an annulment and he claimed that all the money he paid to his 
former “wife,’ while they lived together as husband and wife, 


for clothing and spending money was obtained by her by fraud 
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Interpretations 





and deceit (larceny under state law). Well, they're interesting 
theories, but the Tax Court wouldn't allow the deductions 
Samuel Towers, CCH Dec. 21,011, 24 TC —, No. 27. 


ry 

| HE COMMISSIONER contended that the 
return was a joint return. At the top of the return only the name 
of the husband appeared. In the space for the taxpayer's signa 
ture, only the husband signed. The husband took a dependency 
exemption for his wife. In the space on the return where the 
taxpayer is to indicate whether or not his wife is making a sep 
arate return, the husband indicated that his wife was not making 
a separate return. The Tax Court’s decision: It cannot be a joint 
return.—Arlington F. Brown, CCH Dec. 21,024, 24 TC —, No. 30 


" 
4 — 
EVEN revenue agents have trouble with 
“away from home” expenses.—Horace I. Podems, CCH Dec 
20,955, 24 TC —, No.3 


rn 

| HERE IS a line of cases which supports 
the holding that the granting of a stock option to an employee is 
additional compensation, “It is denying the facts of economic life 
to assert that every grant of a stock option to a corporation’s 
employee is necessarily additional compensation... .” Often 
the economic benefit to the employee is minor, incidental and 
fortuitous. There is a very real consideration to the corporation 
the continued interest of a key employee—in that the employee is 
provided with a proprietary interest. The question of a com 
pensatory or proprietary interest is a question of fact.—Commis 
sioner v. LoBue, 55-1 ustc § 9505 (CA-5) 


’ 

(JENERALLY, fees paid by a husband in 
resisting his wife’s monetary demands incident to a divorce are 
not deductible under Section 23(a)(2). But when the controversy 
between the spouses goes not to the question of liability but to 
the manner in which it might be met and, at the same time, the 
wife demands a part of the husband’s income-producing property 
control over which affects the husband’s general income-earning 
capacity, legal fees incurred by the husband are deductible, Con 
sequently, a wife cannot demand the transfer of stock which is 
needed by the husband in his income-earning capacity because 
he is an officer-director of a corporation, and the ownership of the 


stock is necessary to preserve his control—-so, legal fees in resist 
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ing the demand for transfer of the stock are deductible. 
McMurtry v. U. S., 54-1 uste J 9497 (Ct. Cls.). 


lr MOTHS damage the wife’s fur coat, you 
can’t claim an “other casualty” loss deduction. “Other casualty,” 
says the government, has an element of suddenness such as a fire, 
storm or shipwreck. The wife may “suddenly” demand a new 
coat, but that’s just hard luck.—Rev. Rul. 55-327. But see the 
termite cases.—Rosenberg v. Commissioner, 52-2 ustc § 9377, and 


Shopmaker v. U. S., 54-1 uste § 9195. 


A CORPORATION was organized as an 
appliance distributor, principally under a franchise from a certain 
manufacturing corporation. The president of the distributor 
corporation and his family owned 60 per cent and 40 per cent, 
respectively, of such corporation’s stock. The president died. 
The franchise was canceled due to the president’s death. The 
sales of the franchised products had constituted approximately 
85 per cent of the corporation’s business. 

The corporation ceased all of its prior operations and became 
a holding corporation for its real estate. All of its inventory, 
other than real estate, was disposed of in a series of bulk sales. 
As a result the corporation was in an extremely liquid position. 
The stock held by the estate of the late president was purchased 
by the corporation at a price determined from the net worth. 

How should this redemption of stock be handled ? 

To the extent the distribution by the corporation in complete 
cancellation and redemption of a portion of its capital stock did 
not exceed the net proceeds received from the bulk sales of its 
inventories, the distribution is a partial liquidation within the 
meaning of Sections 115(c) and 115(i) of the Revenue Code of 
1939. To the extent that the amount distributed exceeds the net 
proceeds, such excess is taxable as a dividend under the provi- 
sions of Sections 115(a) and 115(g) of the 1939 Code.—Rev. Rul. 
55-373. 


ry” 

| HE PREMIUM you pay on your personal 
disability insurance can’t be deducted as business or medical 
expense. (The contract indemnifies against loss of use of a portion 
of the body and does not reimburse for medical expense.) The 
tax break comes, however, when through misfortune you collect 
on the policy. Then the payments are excludable from gross 
income.—Rev. Rul. 55-331. 
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John P. Barnes, Chief Counsel of 
the Internal Revenue Service .. . 


Sections 452 and 462 Repealed 


Washington Tax Talk 





The President 


The President signed the law repealing 
Sections 452 and 462 on June 15. This law 
provides that unless a taxpayer has reason- 
ably interpreted the application of Sections 
452 and 462, he may be liable for interest. 
[his apparently is for the purpose of giving 
the Commissioner a standard for determin- 
ing whether or not a taxpayer who did avail 
himself of these sections did apply the pro 
visions reasonably in computing his tax for 
the year ending before June 15, 1955. 


Another set of regulations will probably 
be issued dealing particularly with Section 
4 of the new law and including new forms 
and structures 


The signed, earlier last 
month, a bill extending the suspension of 
the import duty on metal scrap to June 30, 
1956. The continued 
apply to lead scrap or zine 


President also 


does not 
(another 
bill extending the copper importing tax sus- 
pension has passed Congress, but 


suspension 


scrap 


has not 
yet bee n approved) 


The Congress 


The Ways and Means Committee held 
public hearings on June 27 on the Keogh 
bill. Congressman Keogh’s bill is entitled 


“Individual Retirement 1955.” 
purpose 


limited 


Act of The 
of this legislation is to provide a 
exclusion from 


gross income ol 


amounts the taxpayer invests in an annuity 


or retirement fund This proposal has 
been pending before Congress since 1951 
when Congressman Keogh introduced his 


bill for the first time. 


The author of the bill Says 


“Our present 
Federal tax law 


corporations to 
establish deferred compensation plans which 
allow the corporation to deduct from gross 
income amounts paid towards a qualified 
pension and profit-sharing and the 


permits 


plan, 


Washington Tax Talk 


beneficiaries to defer paying tax under such 
plans until the time they benefit 
payments. Over 16,000 pension plans have 


receive 


been filed under this law to provide more 


adequate security for the corporate em- 
ployees affected Present law does not 
provide for self-employed individuals and 


other persons not participating in a qualified 


corporate deferred compensation plan to 


make similar provisions for their retirement.” 


The Supreme Court 


The taxpayers have petitioned for Supreme 
Court in the following cases: Sill- 
{ 9290, and 
© 9394 


review 
man v. Commissioner, 55-1 ust 
Goldbaum v. U.S 


, 55-1 ust 


In the Silliman case, the lower court held 
that fees received by an attorney in excess 
of the amount allowed by statute should be 
included in income and that the fraud pen 
alty would be 
them 


imposed for failure to report 


In the 
evading 


Goldbaum case (a conviction for 
held that 

indictment on which the 
upheld supported by 
evidence other than proo!l of increase in net 


worth 


taxes), the lower 


court 
the count of the 


conviction was was 


The government has asked the Supreme 
Court to review 
q 9295 


Squire v 55-1 
This reviews a tax exemption 
of American Indians; the court held 
that taxable on proceeds 
from the sale of timber on land that is held 
in trust for them by the United States 


Capoeman, 
USTC 


lowe I 
they 


were not 
Government. 


The Supreme Court has denied certiorari 
in the following cases 


Vermont Transit Company, Inc. v 
stoner, 55-1 uste J 9174 


Commis 
This case involved 
the cost of a franchise, in which it had been 
held that an allocable share of the earnings 
from the operation of busses, which the tax- 


485 











payer agreed to pay over to the seller of 
the franchise, was income to the taxpayer. 
The payments were a part of the cost of 


the franchise. 


Beaty v. U. S., 55-1 uste § 9331, and Cefalu 
v. U. S., 55-1 ustc 9 9447.—Both of these 
cases involve tax evasion and the net-worth 
theory of proof 


The Supreme Court has adjourned for the 
summer. It reconvenes in October. 


The Commissioner 


The Commissioner has issued a clarifying 
ruling (55-348) answering certain questions 
pertaining to the declarations of estimated 
tax. It is based upon questions which have 
arisen recently, such as the following 


“(). Is it true that I will not be subject to 
any charge for 
mated 


underpayment of my esti- 
1955 if I file a declaration 
showing as my estimated tax for that year 
the amount of my tax for 1954, and make 
proper installment payments on that basis? 

“A. Yes. No charge for underpayment of 
an installment is made if the total amount 
of all payments made on or before the last 
date prescribed for the payment of the in- 
stallment equals or any of the 
amounts under the following four methods: 


tax for 


exceeds 


“(1) The amount which you would have 
been required to pay on or before the in- 
stallment date if your estimated tax was the 
tax shown on your return for 1954 (if your 
return for 1954 showed a liability for tax 
and covered a taxable year of 12 months); 


“(2) The amount which you would have 
been required to pay on or before the in- 
stallment date if your estimated tax was 
an amount determined by computing a tax 
on the the facts shown on your 
return for 1954 and the law applicable to 
that year but using in the computation the 
rates applicable for 1955 and the personal 
exemptions to which you are entitled for 
1955 in lieu of the rates and exemptions ap- 
plicable for 1954; 


basis of 


“(3) The amount which you would have 
been required to pay on or before the in 
stallment date if your estimated 
an amount determined by 


tax was 
computing 70 
percent (66%4 percent in the case of farm- 
ers) of a tax computed your taxabl 
the months in 1955 preceding 
month in the installment date 

For the purpose of this computation 


on 
income 
the 

falls 


your taxable income is placed on an annual 
hasis by 


tor 
which 


using the method described in the 


answer to question 3 
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channeling all of the income of the various 
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“(4) The amount determined by comput- 
ing 90 percent of a tax, at the rates ap- 
plicable to 1955, on the basis of your actual 
taxable income for the mon.ns in 1955 pre- 
ceding the month in which the installment 
date falls as if such months constituted a 
taxable 


year. (This method requires pay- 


ment on or before the installment date of 


90 percent of such 
“Ti 


method as 


tax.) 


the second 
a basis for determining and pay- 
ing your estimated tax, you may not adjust 


these 


you use either first or 


amounts by eliminating the portion 
of the tax which is attributable to capital 
non-recurring items of in- 


gains or other 


come received in 1954 
“i 
method as a 


third or fourth 


determining 


the 
for 


you use either 


basis and 
paying your estimated tax, it will usually 
for make 
declarations and adjust the amount of your 
installment payments at subsequent install- 


be necessary you to amended 


ment dates since the amount of your taxable 
income to be used in computations under 
these methods will usually change between 
installment dates.” 


Our cover.—John Potts Barnes of Chi- 
cago, recently appointed as Chief Counsel 
of the Internal Revenue Service and as As- 
sistant General Counsel of the Treasury, is 
featured on the cover. Mr. Barnes was ap- 
pointed by the Secretary of the Treasury 
on April 29, 1955, and took the 
office on May 9, 1955. 


oath of 


As Chief Counsel of the Internal Reve- 
nue Service, Mr. Barnes serves as counsel 
and legal adviser to the Commissioner of 
Internal Revenue in matters pertaining to 
the administration and enforcement of the 
internal revenue laws. He also exercises 
general supervision over the nine regional 
counsel who furnish legal advice and serv 
ices to the regional commissioners and to 
the district directors of internal revenue. 

Mr. Barnes is returning to the Internal 
Revenue Service where he served from 1928 
During most 
of this period he was assigned to the office 


to 1933 as a special attorney. 


of the United States Attorney for the 
Northern District of Illinois, acting as legal 
adviser to internal revenue officers in the 
Chicago district and representing the gov 


ernment in trials of civil tax cases 


From 1952 until his recent appointment 
as Chief Counsel of Internal Revenue, he 
was a member of the law firm of McKinney, 
Carlson, Barnes and Smalley of Chicago. 
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International Business Corporation Concept 


By RICHARD C. MUNSCHE, CPA, New York City 


eo XYZ manufacturing company, a 
- domestic corporation, has achieved suc- 
cess in developing the available markets in 
the United States for its products. The 
board of directors of the company is now 
considering the advisability of opening plants 
in a number of foreign countries, and open- 
ing up foreign markets as well. It has al- 
ready decided that the management of the 
foreign will be separate and 
distinct from that of the domestic business 
in order to place the full responsibility for 
the success of the foreign operations on per- 


operations 


sons who are equipped by experience or 
training to manage the business outside the 
United States, and with this objective in 
mind it is intended to form one or more 
new corporate entities. 

The the American parent 
company is properly very cautious in risk- 
ing the hard-earned United States dollars 
of the parent company in such foreign 
ventures and, therefore, lays down a num- 
ber of conditions which must be met before 
any United States dollars will be advanced 
to the new unit. Among the conditions are 
the following: 

(1) Only a minimum amount of equity 
capital will be advanced to the foreign busi- 
Wherever possible, foreign plants will 
be erected with funds derived from loans 
repayable in foreign currencies, and working 
funds may be borrowed from the banks in 
foreign currency, 
where 


treasurer ot 


ness 


countries 
devaluation of the 
local currency is a possibility. Such foreign 


especially in 
depreciation or 


International Business Corporation 





It might he observed therefore (1) that 


Here's a Case for a Domestic 
Substitute for the 
Foreign Holding Company 


borrowings will be paid off out of foreign 
earnings, which will thus constitute a sec- 
ondary line of permanent foreign investments 
Similarly, subsequent expansion of foreign 
plants must take place, to as great an extent 


as possible, out of accumulated foreign 
profits. 
(2) The foreign earnings thus used to 


and subse- 
subject to 


finance the original investment 
quent expansion will not be 
United States income tax. 


(3) Full tax benefit will be derived cur- 
rently from all operating losses abroad. 

(4) The minimum rate of United States 
income tax will be paid on those foreign 
earnings—and only those—which are per- 
manently returned to the United States for 
investment by the parent company in the 
domestic business or for distribution as 
dividends to its stockholders. 

(5) Minimum amounts of foreign income 
tax will be payable on all earnings. 

Upon being informed of the treasurer's 
requirements, the tax manager of the com 
pany advises the board that the obvious 
solution to this problem is to be found in 
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channeling all of the income of the various 
foreign units (whether derived by branches, 
agencies or foreign companies) into a single 
corporation, the income of which is not sub- 
ject to any income tax (other than in the 
country where the operating profit is earned), 
until it is distributed to the American parent 
company. 

The board is likewise informed that at the 
present time such a corporation might be 
formed in Panama, the Bahamas, Bermuda, 
Canada, Liechtenstein or Liberia, or in a 
number of other foreign countries, but 
should definitely not be formed in the 
United States of America. What are the 
reasons against forming, say, a Delaware 
corporation (with the operation of which 
many American businessmen are familiar) 
to operate flexibly through a branch, an 
agent or a foreign company, whichever is 
most advantageous under the laws of each 
particular foreign country in which it de- 
cides to do business? 


Present Disadvantages 
of Domestic Corporation 


The principal difficulty with the use of a 
domestic corporation for these purposes 
under present law is that such a company 
is subject to United States tax currently as 
its income is earned, even if it is reinvested 
permanently abroad and even, in many 
cases, when foreign-exchange restrictions 
prevent the conversion of earnings or capital, 
or both, into United States currency. 


Domestic corporations are thus. still 
saddled with a legal concept that arose 
many years ago, before the income tax was 
a part of the country’s tax structure. The 
members of the Constitutional Convention 
of 1787 took it for granted that the rev- 
enues of the country would continue to be 
derived principally from import duties. The 
taxes which were then considered to be 
“direct taxes” were poll or capitation taxes, 
which were then required to be apportioned 
“according to the whole Number of free 
Persons, including those bound to Service 
for a Term of Years and excluding Indians 
not taxed, three fifths of all other Per- 
sons.” * Taxation of individuals was thus 
based on citizenship or residence, and the 
possible effects of taxation of foreign in- 
come were, of course, not even dreamed of 
Domestic corporations have been generally 
deemed to be residents of the United States 





wherever their property or business is lo 
cated, and whether they do business within 
or outside this country; they are subject 
to tax on world-wide income regardless of 
the fact that they may derive all their in- 
come from sources without the United 
States and have no resident stockholders.’ 
The British courts, on the other hand, have 
definitely renounced the mere place of in- 
corporation as a test of residence 

At this point it may be observed that the 
present United States structure of taxation 
of foreign income is inconsistent and con- 
fusing. We do not employ a single basic 
test such as residence, like the British; we 
have a system based on three or more con- 
cepts which might be outlined (omitting 
certain minor exceptions) as follows 


(1) Taxation on basis of world-wide in- 
come 


(a) Unearned income of United States 
citizens, except those listed in 2(a) 
below. 

(b) Earned income of United States citi- 
zens, except those listed in 2(a) or (b) 
below. 


(c) All income of aliens residing in the 
United States. 

(d) Domestic corporations, except those 
referred to under 2(e) below 


(2) Taxation on basis of income from 
United States sources only— 

(a) United States citizens whose income 
is derived principally from the active 
conduct of a trade or business within 
the possessions of the United States 
(other than Puerto Rico or the Virgin 
Islands). 


(b) Earned income of United States citi- 
zens residing abroad or physically 
present in foreign countries for stated 
periods. 

(c) Nonresident alien individuals. 


(d) “Resident” foreign corporations, that 
is, those engaged in trade or business in 
the United States. (The use of the term 
“resident” in this connection is incon- 
sistent with its use in other parts of 
the Internal Revenue Code.) 

(e) Domestic corporations, whose gross 
income is principally derived from the 
active conduct of a trade or business in 
possessions of the United States (other 
than the Virgin Islands). 





1 United States Constitution, Art. I, Sec. 2. 

See Mertens, Law of Federal Income Taza- 
tion, 145.22: ‘The American theory of cor- 
porate residence is based upon the strictly 
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artificial entity of the corporation which may 
not migrate but must remain stationary in the 
jurisdiction of its creation."’ 








on at 0 


» = oe Of 


— an 











It might be observed, therefore, (1) that 
the Code at present employs a number of 
diverse tests in the taxation of individuals, 
that is, citizenship, place of residence (as dis 
tinguished both from domicile and temporary 
physical presence) and physical presence 
and (2) that as far as the geographical ex- 
tent of taxation is concerned, corporations 
are taxed somewhat similarly to the cor- 
responding individual taxpayer, but the cor- 
relation is not perfect. For example, the 
misnamed “resident foreign corporations,” 
which might more properly be described as 
nonresident alien corporations engaged in 
trade or business in the United States, are 
like nonresident alien individuals taxed only 
on their income from United States sources. 
Domestic corporations are in general, like 
United States citizens, taxed on their global 
income. Here the similarity ceases. There 
is no concept in the United States law cov- 
ering a true “resident alien corporation” 
having its headquarters here which, like a 
resident alien individual, would be taxed on 
its world-wide income. Likewise there is 
lacking the concept of a “nonresident do- 
mestic corporation” (except those doing 
business in United States possessions), 
which would be taxed only on its domestic 
income. 


To return to the practical aspects of our 
problem, foreign corporations are in many 
cases more desirable vehicles than are 
domestic corporations for the operation of a 
business outside the United States. Income 
which is permanently reinvested abroad is 
never subject to United States tax. Income 
which is eventually distributed to the United 
States stockholder is not subjected to tax 
until the dividend is paid. Losses are auto- 
matically allowed in many cases simply 
through reduction of the dividends which 
would otherwise be paid. There is obvi- 
ously no practical possibility of taxation by 
the United States of blocked foreign in- 
come. The effective rate of combined United 
States and foreign tax on distributed profits 
of a foreign subsidiary is than the 
United States rate whenever the foreign tax 
rate is less than the United States rate (ex- 
cept when the foreign rate is zero), owing 
to the mechanics of the foreign tax credit. 
The accumulated-earnings tax does not 
apply to the foreign income of a foreign 
corporation 


less 


With all these advantages of a 
foreign corporation, it would seem that the 
tax manager of the should im- 
mediately agree to formation of an 


company 
the 





international business corporation under the 
laws of some foreign country which imposes 
no income tax at all, limits its tax to income 
from sources within the foreign country, or 
specifically provides for exemption of cor- 
porations substantially all of whose opera- 
tions are outside the country of incorporation. 


Disadvantages 

of Foreign Holding Company 
Nevertheless, he is extremely reluctant, 

for a number of reasons, to the 

formation of such a company: 


advise 


(1) Many of the benefits of treaties, for 
the avoidance of double taxation, into which 
the United States has entered with 17 for- 
eign countries (with more pending) which 
are available to United States corporations 
and their employees are not 
international 


available to 
corporations formed 
under the laws of a third country, or to the 
employees ot 


business 


such corporations. For ex- 
ample, the company plans to operate in Ger- 
many through a German corporation. If 
the stock of the German company is owned 
by a Panamanian holding company, divi- 
dends paid by the German company will be 
subject to the regular 25 per cent German 
dividend withholding tax. This tax would 
be reduced to 15 per cent under the United 
States-German income tax convention if the 
dividend were paid to a nonresident United 
States corporation.’ A similar cost would 
be incurred in other countries. 


(2) In countries where nationalization of 
foreign-owned businesses is a_ possibility, 
the authorities may be less hesitant to take 
over the properties of a corporation formed 
under their own laws or under the laws of 
a relatively weak foreign country than the 
business of a United States corporation, 
which may involve the diplomatic interven- 
tion of the United States 

(3) The formation of corporations under 
the laws of foreign countries has 
acquired a certain stigma in the eyes of the 
general public because such 
have been used in some 
For 


certain 


corporations 
cases for tax- 
reason, many 
dependent upon 
are reluctant to form 
corporations in such countries even when 


evasion this 


those 


purposes. 
companies—especially 
consumer good will 


there is a legitimate business purpose therefor. 


(4) The interposition of a foreign cor- 
poration between the American stockholder 
and the foreign business introduces the 





% Art. VI(2), Income Tax Treaty Between 
the Federal Republic of Germany and the United 
States 


International Business Corporation 


that 


seemed desirable because of possible 
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the amount of $100,000 would be subject to 











possibilities of legal, exchange and tax 
complications of a third country into the 
already complex problem of doing business 
outside the United States. Formation of a 
foreign holding corporation subjects the en- 
tire foreign business of the group to the 
risk of foreign political manipulations, and 
loss of control of the top company to alien 
interests would result 


group 


in loss of the entire 


Possibility of Domestic Substitute 


It does not seem reasonable that our tax 
laws should be so framed as to deny the 
American corporate investor the benefits of 
our double tax treaties with other countries 
(which have been worked out at great pains 
over a period of years) and the benefits of 
using an American corporate charter abroad, 
if he so chooses, and to force him to form 
a foreign certain 


corporation to avoid 


onerous tax consequences 


Is there a simple solution to this problem 
which would permit the corporate investor 
to use a domestic corporation to serve as a 
holding-and-operating company for a world- 
wide business? 


One way toward such a solution is pointed 
out in the section of the Code dealing with 
the treatment of income from sources within 
certain of the United States.‘ 
Citizens and domestic corporations deriving 
a large part of their 
suc h sources and 


possessions 
gross income from 
from the active conduct 
business are taxed only on 
their gross income from sources within the 
United States. In other words, these tax- 
payers are treated very much in the same 
manner as if they were 


of a trade or 


nonresident alien 
individuals and “nonresident alien corpora 
tions,” respectively. Income from sources 
outside the United States is not taxed at all 
in the case of individuals and in the case of 
domesti corporations 1s only taxed to the 
when distributed as dividends 
In that event, however, it is taxed to the 
corporate recipient in full, 


cent deduction is not 


stockholde: 


as the 85 per 
dividends-received 
allowed.” 


Looking back into the legislative history 
of this section, we find that in 1921 the 
original legislative proposal was not con- 
fined to possessions of the United States, 
but extended to from the active 
conduct of anywhere outside the 
United States, and the proposal in its: world- 
wide form failed of enactment by only a few 


income 
business 


* Code Sec. 931 
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Section 931 contains a curious 
requirement: Amounts received within 
the United States, whether or not 
derived from United States sources, 
must be included in gross income. 


votes. The incentive effect of Section 251, 
to develop the economies of the possessions 
of the United States, was strengthened in 
1947 by the passage of Puerto Rican laws 
exempting new industries from taxation for 
a limited period of years. The combination 
of the United States and 
incentive 

spectacular 
economy. 


Puerto Rican tax 
resulted in a 
Puerto Rican 


provisions has 
growth in the 


Extension of Section 931 
on Global Basis 


Section 931, if extended to apply to income 
derived anywhere outside the United States, 
would furnish the basis for taxation of do- 
mestic corporations operating principally 
outside the United States in substantially 
the same manner as foreign corporations. 
If available in this form, the second, third 
and fourth requirements laid down by the 
treasurer in the above-mentioned example 
would be met, namely, the foreign earnings 
used to finance the original investment and 
subsequent expansion would never be sub- 
ject to United States income tax. Full tax 
benefit would be derived currently from all 
operating losses abroad, inasmuch as such 
losses would serve to reduce dividends pay- 
able by the Section 931 corporation. The 
minimum rate of United States income tax 
would be paid on those foreign earnings 
and only those—which are permanently re 
turned to the United States for investment 
by the parent company for distribution to 
its stockholders. In addition, the fifth re- 
quirement—that minimum amounts of for- 
eign income tax be payable on all earnings 
—could be met because the company could 
operate through either foreign branches of 
the Section 931 corporation or foreign sub- 
sidiaries or agents, whichever would pro- 
duce the lowest foreign income tax in each 
foreign country. 

In addition, dividends paid by foreign 
corporations to the Section 931 corporation 
would be eligible for the benefits of tax 
treaties between the United States and for 
eign countries; the Section 931 corporation 
could operate through direct branches where 


® Code Sec. 246(a)(2)(B). 











that seemed desirable because of possible 
nationalization; and it would not be neces- 
sary to form intermediate foreign holding 
companies with all of the possible attendant 
complications and possible implications of 
tax evasions. 


Minor Flaws 
in Section 931 Corporation Concept 


While the Section 931 corporation is 
fundamentally sound, there are a number of 
reasons why, on a world-wide basis, as out- 
lined above, it might require some modifi- 
cation. 


Section 931 contains a curious require- 
ment that amounts received within the 
United States, whether or not derived from 
United States sources, must be included in 
gross income.’ This provision apparently 
does not apply if the amounts are received 
initially outside the United States and later 
remitted by the Section 931 corporation to 
the United States,’ nor does it apply to an 
individual if he renders services in the 
possession, even though the compensation 
therefor is received in the United States.* 
In view of these incongruities and the fur- 
ther fact that the place of payment is not 
ordinarily considered a factor in the deter- 
mination of the source of income under 
United States tax law, the section would be 
much improved through the omission of 
this requirement. In this connection, it 
might be noted that some United States 
corporations clearly making sales outside 
the United States through a foreign branch 
are able to arrange for direct payment by 
the customer to the United States. If this 
method of remittance of funds by the 
customer rather than by the foreign branch 
of the United States corporation can prop- 
erly be arranged under foreign exchange 
control laws, such benefits to United States 
companies should not be nullified by United 
States tax considerations 


Another possible minor flaw in the Sec 
tion 931 corporation is that the permissible 
income from sources within the United 
States (possibly as much as 20 per cent of 
total income for the test period), 
which is subject to United States income 
tax at full rates in the hands of the Section 
931 corporation, is again subject to full 
United States income tax when distributed 
as a dividend to the American parent com- 
pany. For example, income of a Section 931 
corporation from United States sources in 


gross 


* Code Sec. 931(b). 
71. T. 3348, 1940-1 CB 93. 
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the amount of $100,000 would be subject to 
a tax of $46,500. The balance of $53,500, 
when distributed as a dividend, would be 
subject to a tax of 52 per cent, or $27,820, 
making a total tax liability on such income 
of $74,320, or 74.32 per cent. Such income, 
when distributed, should in equity be elig- 
ible for the 85 per cent dividends-received 
deduction, as it has already been subject to 
United States corporation income tax. 

Section 931 as it now stands is applicable 
regardless of the election of the taxpayer 
Under certain circumstances it is conceiv 
able that a company might qualify both as 
a Western Hemisphere Trade Corporation 
and as a Section 931 corporation and, in 
that event, the company might desire to 
continue as in the past to be taxed as a 
Western Hemisphere Trade Corporation. 
For this reason, the right to be taxed as a 
Section 931 corporation should be 
elective. 


made 


Implementing International Business 
Corporation Under Section 931 


Giving effect to the changes required to 
meet the above-mentioned imperfections of 
Section 931 if extended to income derived 
anywhere outside the United States, Section 
93l(a) could be rewritten in the following 
manner: 


“ 


(a) GENERAL RuLe—In the case of citi- 
zens of the United States or domestic cor- 
porations, gross income means only gross 
income from sources within the United 
States if the conditions of both of the fol- 
lowing paragraphs are satisfied: 

“(1) Turee-Year Periop—If 80 per cent 
or more of the gross income of such citi 
zens or domestic corporation (computed 
without the benefit of this section) for the 
three year period immediately preceding the 
close of the taxable year (or for such part 
of such period immediately preceding the 
close of such taxable year as may be ap 
plicable), was derived from sources outside 
the United States; and 


“(2) Trape or Business—If— 


“(A) in the case of such corporation 50 
per cent or more of its gross income (com 
puted without the benefit of this section) 
for such period or such part thereof was 
derived from the active conduct of a trade 
or business outside the United States; or 

“(B) in the case of such citizen, 50 per 
cent or more of his gross income computed 


*T. T. 3804, 1946-1 CB 151 
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without the benefit of this section for such 


period or such part thereof derived 
from the active conduct of a trade or busi- 
ness outside the United States either on his 
own account or as an employee or agent of 


another.” 


was 


Subsections (b), “Amounts 
the United States,” and (c), “Definitions,” 
would be omitted. Subsections (d), (e), 
(f), (z), (h) and (i) would be the same as 
in the present Code 


Received in 


In addition, it might be provided that the 
provisions of Section 931 would not apply 
unless an election were made to be taxed in 
the manner provided by that section. Such 
an election could not be revoked subsequent 
to the due date of the return and would 
remain in effect until the taxable year when 
either the taxpayer no longer fulfilled the 
conditions prescribed in Section 931 or per 
mission was granted by the Commissioner 
to terminate the election 


Provision should be made that dividends 
received from a domestic corporation which 
has at any time made an election under 
Section 931 shall be treated as gross income 
from sources outside the United States to 
the extent that they are paid out of profits 
of such corporations from sources outside 
the United States accumulated during any 
taxable year or years with respect to which 
an election was in effect; the balance of 
such dividends shall be treated as gross in 
come from sources within the United States. 
The portion of the dividends paid out of 
foreign earnings would then be eligible for 
the foreign tax credit of a corporate stock- 
holder in a foreign corporation under Sec- 
tion 902, and the portion of the dividend 
paid out of domestic earnings would be 
eligible for the 85 per cent dividends- 
received deduction under Code Section 243 


Example.—The following is an illustrative 
example of the taxation of the modified 
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Section 931 world-wide 
basis, which will, for convenience, be termed 
an international business corporation: 


corp¢ ration on a 


Assume (1) that in 1955 the international 
business corporation has the following in- 


come 


From foreign sources. $1,350,000 


Less 


Foreign 
{ 33Y 3% ) 


taxes 
450,000 
Net earnings from foreign sources 
for 1955 
From United 
sources 


$ 900,000 


States 
$ 200,000 


Less: United States in- 
come tax 


mately) 


(approxi- 
100,000 


Net earnings 100,000 


Total earnings for the interna- 
tional business corporation for 
the year 1955 $1,000,000 

and (2) that the international busi- 
ness corporation pays a dividend 
in 1955 or the first 60 days of 
1956 of $ 500,000 


Computation of tax on dividend received by 
domestic parent company: 


Step 1—Allocation of dividend of 
$500,000: 
Portion paid out of foreign earn- 
ings (90%) 
Portion paid out of 
States earnings (10%) 


$450,000 
United 
50,000 


Total dividend $500,000 


Step 2—Tax on element 
of dividend: 
Tentative tax (52% of $450,000) $234,000 
Foreign tax credit (334% of 
$450,000)—Section 902 


foreign 


150,000 


$ 84,000 


Net United States tax 


Step 3—Tax on domestic element 
of dividend: 
Portion paid out of 
earnings 
85% 


domestic 

$ 50,000 
Less dividends-received 
credit 42,500 
included 
income 


Net amount 
able 


United States tax at! 
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Other Variations 
of Section 931 Corporation 


Taxation as a foreign corporation.—If 
Section 931 is used as a direct model for an 
international business corporation, even 
with the modifications referred to above, it 
carries with it the complete exemption of 
the foreign income of United States citizens 
who meet the percentage requirements. At 
the present time, only income derived in the 
possessions and income earned in foreign 
countries may be excluded by United States 
citizens meeting particular requirements of 
various sections. 


While some substantial argu- 
ments in favor of excluding the full amount 
of income derived by an individual citizen 
from the active conduct of a trade or busi- 
ness outside the United States (rather than 
only the 30 per cent of profits which is the 
limit on earned income under Section 911(b) 
of present law), it would not be necessary 
to modify Section 931 of the law. If a 
domestic corporation meeting substantially 
the same requirements as those in Section 
931 were allowed an election to be taxed as 
a foreign corporation engaged in trade or 
business in the United States under Section 
882, substantially the same result as in Sec- 
tion 931 would be achieved with respect to 
corporations only. 


there are 


Deferment of tax liability—The various 
possible forms of international business cor- 
porations as outlined above are all essen- 
tially alike in that income of the 
domestic corporation derived from foreign 
sources is completely excluded from direct 
taxation and that the recipient of the divi- 
dend from the international business cor- 
poration pays United States tax thereon in 
the same manner as a dividend from a for- 
eign corporation. An individual stockholder 
would pay tax at his individual normal tax 
and surtax rates, and a corporate parent 
stockholder would pay tax at ordinary cor- 
poration tax rates after deducting credit for 
foreign income tax paid by the international 
business corporation subsidiary. 


Last year Messrs. E. R. Barlow and Ira 
T. Wender of the Harvard Law School ad- 
vanced a proposal for a so-called foreign 
business corporation, that is, a domestic 
corporation designed to serve as a 
conduit for foreign income, but mechanically 
operating on a somewhat different prin- 
ciple The foreign business corporation 


gross 


also 


*See United States Tax Incentives to Direct 
Private Foreign Investment (International Pro- 
gram in Taxation, Harvard Law School, 1954) 


International Bus. :ess Corporation 


would file a return annually and would as- 
sess itself a tax in much the usual manner, 
but the tax liability would be deferred until 
the earnings were distributed to stock- 
holders. No tax would be imposed on cor- 
porate stockholders receiving a distribu- 
tion from a foreign business corporation. 
[he proposal contained a number of other 
unusual features, such as treatment of sales 
f. o. b. the United States as foreign sales, 
a rate differential, etc., which are not within 
the scope of this article. 

The principal difference between impos- 
ing the United States tax on the corporate 
shareholder at the time of distribution (un- 
der the Section 931 plan, and the various 
modifications referred to above) and impos- 
ing the tax directly on the international 
business corporation (as in the Wender- 
Barlow proposal) is that the latter would 
automatically allow a deduction for per- 
centage depletion of natural resources, whereas 
the deduction would not of course be allow- 
able against dividend income of the stock- 
holder under the Section 931 models 
Whether or not an allowance of this kind 
should be granted in respect of natural re- 
sources located outside the United States is 
a matter of legislative policy. 

From a tax accountant’s standpoint, the 
workability of the Wender-Barlow tax- 
deferment plan seems questionable. A tax 
liability is to be self-assessed which, as far 
as permanently reinvested profits are con- 
cerned, will never be paid and may remain 
outstanding for all time to come. 
sessment of a 


The as- 
fixed tax in United States 
income which is subject to 
extreme foreign exchange fluctuations be 
fore the time of distribution to stockholders 
does not seem a practical basis for taxation. 
Moreover, as far as the simplification of our 
tax structure is concerned, it 


currency on 


would seem 
that this proposal would work in just the 
opposite direction. 


Conclusion 


There is a real 
international business corporation under 
United States law which would serve to 
defer United States tax on foreign income 
until distribution of dividends to United 
States shareholders. The precise from of 
such an international business corporation 
is not of primary importance, but Section 
931 furnishes both a precedent and a work- 


able model for such aconcept. [The End] 


need for some form of 





The Dual Aspect of the Transaction 


Has Led to Two Different 


Judicial Approaches to Its Taxation 


Property Exchanged 


for a Promise to Pay an Annuity—Transferee 


Loe TAXATION of the private or non 


commercial annuity transaction—where, 
typically, the consideration for the annuity 
is property—has considerable 


respect of 


produced a 
amount of litigation in 


o! the 


taxation 
annuitant, but the tax 
waters in which the transferee-obligor finds 
himself are 


transtieror 


to a considerable extent uncharted 
by judicial decision, and contain large areas 
of uncertainty. Some of the problems con- 
obligor concern the 


tion of his basis for the 


fronting the determina- 


prope rty tor purposes 
of evaluating depreciation and gain or loss 


on a 


sale or exchange, the extent to which 


annuity payments may constitute allowable 
deductions, and the effect of the early death 
of the annuitant upon 


the obligor. 


taxable income of 


The genesis of the difficulties in this area 
of taxation is the dual-taxation aspect of an 
apparently unitary 
there 
ise t 
itself 
tinuing 


transaction.’ Initially, 
is an exchange of property for a prom- 
pay an annuity, such a promise being 
property Second, there is the con- 
element, namely, the periodic pay 
fulfillment of Any 


due to this feature has been com 


ments in 
difficulty 


the promise 


‘Cc. V. Hie 


¢ 9102, 58 F 


Estate v. Maloney, 45-1 usr 
Supp. 164 (DC N. J., 1944); John 
C. Moore Corporation, CCH Dec. 5005, 15 BTA 
1140 (1929), aff'd, 2 ustc 1 558, 42 F. (2d) 186 
(CCA-2, 1930): Florence L. Klein, CCH Dec. 
2283, 6 BTA 617 (1927); Steinbach Kresge 
Company v. Sturgess, 40-2 ustc { 9682, 33 F. 
Supp. 897 (DCN. J., 1940) 

{ 736, 283 U. S. 404 (1931) (where re- 
ceipts from a sale of property consisted of inde- 
terminate sums to be paid in futuro, gain was 
realized only as and when such receipts ex- 
ceeded the seller's basis for the property sold) 
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pounded by the courts’ application of the 
rule of Burnet v. Logan’® to the exchange 
element of the transaction, so that as far as 
taxation of the annuitant is concerned, the 
obligor’s promise, when made, is without 
any assignable value; the exchange transaction 
remains open; and gain to the annui- 
tant is realized only as payments are re 
ceived after 

The dual aspect of the transaction has 
led to two different judicial approaches to 
its taxation. One of these, called the capital 
expenditure theory, regards the obligor as 
an installment purchaser of property.‘ 


the basis has been recovered.’ 


Under 
this theory, the basis of the property in 
creases with annuity payment 
until the death of the annuitant. A treat- 
ment thus keyed to actual payments has 
the charm of apparent simplicity, since there 
is no necessity to value the property at the 
time the annuity transaction is made, but 
difficulties arise where the property is de 
preciable or the obligor disposes of it before 
the annuitant’s death.® 

By the 
annuity 


each made 


other 
venture 


approach, known as the 
basis of the 


transferred property is determined immedi 


theory, the 


‘J. Darsie Lloyd, CCH Dee. 9201. 33 
903 (1936) (acq.); Frank C. Deering, CCH Dec 
10,903, 40 BTA 984 (1939) (acq.); Commissioner 
v. Estate of Bertha F. Kann, 49-1 wustc { 9271, 
174 F (2d) 357 (CA-3) aff'g CCH Dec 
15,9595(M), 6 TCM 913 (1947). 

*Steinbach Kresge 
cited at footnote 1 

5’ John C. Moore 
note 1 


BTA 


Company 1 Sturgess, 


Corporation, cited at foot- 
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By GEOFFREY E. R. DAVEY, Attorney 
Watters & Donovan, New York City 


ately. Thereafter, the obligor is considered 
as embarking for profit on an annuity ven 
ture in which he may have gain or 
whether the annuitant 
after the obligor 
asis in periodic payments.’ 


loss, 


depending on dies 


before orf that 


} 


has paid 


Under the 
property is the value of the annuity at the 
time of the Where the value 
of the property is not known, the value of 
the annuity is the aggregate of 
to be 


latter theory, the basis of the 


transaction. 


payments 
made over the annuitant’s tabular life 
expectancy, each payment discounted to the 
time of the On the other hand, 
where the value of the property is known, 
that also to be the value 
of the annuity, on the assumption that the 


transaction.’ 


\ alue 1s deeme d 


transaction is an exchange of equals, with 
the parties bargaining in terms of the annui 
tant’s individual life expectancy.” However, 
where such an assumption does violence to 


the 1acts, a part ot the 


property may be 


* Donald H. Sheridan, 
TC 381 (1952) (acq.). 

* Nelson Trottman, 
CM 316 (1944). 

®* John C. Moore 
note 1 

’ Estate of Koert Bartman, 10 TC 1073 (1948). 

” A. H. Black Company, CCH Dec. 13,680(M), 
3 TCM 14 (1944); Citizens National Bank of 
Kirksville, Missouri v. Commissioner, 41-2 vsti 
{ 9699, 122 F. (2d) 1011 (CCA-8), aff’'g CCH Dec 
11,283, 42 BTA 539 (1940) 

“Florence L, Klein, cited at footnote 1; 
Guaranty Trust Company, CCH Dec. 4790, 15 
BTA 20 (1929); Maud Gillespie, CCH Dec 
11,626, 43 BTA 399 (1941), rev’d on other 
grounds, 42-1 ustc { 9474, 128 F. (2d) 140 (CCA-9) 
(where the value of an equivalent commercial 
annuity was used as the value of the property). 


CCH Dec. 18,981, 18 


CCH Dec. 13,860(M), 3 


Corporation, cited at foot- 


Annuity Transaction 


treated as a gift,” except that if, in turn, 
this treatment is not justified by the facts, 
the court may refuse annuity treatment to 
the transaction, on the ground that the par- 
ties were not bargaining in terms of life 
expectancies.” 


The annuity-venture theory is closely akin 
to the treatment accorded the annuitant 
who, as to the annuity aspect of the trans- 
action, is taxed as if he paid for the annuity 
an amount equal to the fair market value 
of the property.“ The excess of each pay- 
ment over the amount required to be in- 
cluded as income pursuant to the annuity 
aspect * is appled to the exchange element 
of the transaction.” After the annuitant has 
recovered his basis for the property, he has 
capital gains, but only until the aggregate 
of excess amounts received reaches the fair 
market value of the property.“ Thereafter, 
such excess amounts are taxed as ordinary 
income under the 1939 Internal Revenue 
Code,” but are presumably tax free under 


the 1954 Code.” 


The House of Representatives sought to 
solve the difficulties that have beset the 
courts in dealing with taxation of private 
annuities by 
in H.R This provision was stricken 
by the Senate Finance Committee,” 


a specific statutory provision 
8300." 
which, 
while praising the objective of clarifying the 
uncertainty of the court decisions, found 
that “the application of the rules of the 
House bill left some uncertainty in particu- 
support 
“preferable to give more 
attention to the operation of the proposed 
new rules in 
before they 


lar areas, notably in 


and considered it 


contracts,” 


various types of! situations 


were adopted ” 


Taxation of Obligor 


In any approach to the cases and rulings 
in this area of tax law, a careful distinction 
should be made, as far as the obligor is con 


2 Florence L. Klein, cited at footnote 1; 
Code Sec. 22(b)(2)(A); 1954 Code Sec. 72 

3 Rev. Rul. 239, 1953-2 CB 53, rejecting C. V. 
Hill Estate v. Maloney, cited at footnote 1, to 
the extent that no allowance was made for the 
amount already taxed as income, so that the 
same income was included in the annuitant’s 
income both as ordinary income and as capital 
gain. Contra, Mary J. Ware v. Commissioner, 
47-1 ustc § 9142, 159 F. (2d) 542 (CCA-5), aff'g 
CCH Dec. 15,358(M), 5 TCM 749 (1946) 

4% Rev. Rul. 239, 1953-2 CB 53; C. V 
Estate v. Maloney, cited at footnote 1 

4 See footnote 14 

% Sec. 72. 

Sec. 1241, H. R. 
Cong., 2d Sess. (1954). 

% Senate Finance Committee report, S 
1662, 83d Cong., 2d Sess. (1954), p. 116. 


1939 


Hill 


8300, H. Rept. 1337, 83d 


Rept 
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cerned, between annuities for which the con 


sideration is for which 
The annuity- 
is applicable to both situa 


where 


and those 
property is the consideration 


venture 


{ ash 


theory 
but is the consideration, 
the capital-expenditure theory can have no 
application, since no property the 
basis of which may be adjusted as annuity 


tions, cash 


there is 


payments are made 


It should also be borne in mind that under 
neither theory is any deduction allowed in 
respect of annuity payments until the aggre 
gate of payments made to the annuitant 
exceeds the value of the annuity at the time 
Where such a deduction 
“capital expenditure” before 
that position is reached, there is not neces- 
sarily an indication that the court is adopt 


of the transaction 


is denied as a 


ing capital-expenditure theory, since the term 
“capital expenditure” might well be applied 
to such payments set against the obligor’s 
liability uncor the annuity venture.” It is 
the aggregate of previous pay- 
ments is equal to the value of the annuity 
that the denial 


only where 


or allowance of a deduc 
tion in respect of a further payment by the 
obligor takes real to 


which approach the 


on significance 


as 


court 1s using 


Basis on Sale or Exchange; 
Deduction of Annuity Payments 
The earliest 
the private annuity 
administrative level 


consideration of taxation ot 
obligor was at the 
In 1921, O. D. 945” 
adopted the annuity-venture theory, holding 
that on a subsequent sale the obligor’s basis 
for the property is the product of annual 
payment life expectancy of the annu1 
tant (increased by cash paid to the annuitant 
at the time of the Since the 
annuitant was apparently still living, it was 
not to use total payments as a 
basis. In 1933, O. D. 945 was modified by 
G. C. M. 11655." which provided that the 
obligor’s basis should be the aggregate of 


and 
transaction) 


possible 


payments over the annuitant’s life expectancy, 
each payment discounted to the time of the 


annuity transaction. 


Following O. D. 945 there were two 1922 
rulings ™ which applied the annuity-venture 
theory to situations where a cash considera 
tion was paid and where, as indicated above, 
the capital-expenditure theory would not be 
applicable. Then, in 1923, I. T. 1662” held 


Evans, CCH Dec. 6950, 23 BTA 
(1931); O. R. Fuller, CCH Dec. 3929, 11 
1025 (1928); Hdwin M. Klein, CCH Dec. 
8832, 31 BTA 910 (1934), aff'd, 36-2 ustc { 9356, 
84 F. (2d) 310 (CCA-7); T. 8. Martin Realty 
Company, CCH Dec, 7288, 24 BTA 862 (1931) 
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that because annuity payments were neces- 
Sary to acquire the assets and the assets 
were burdened by an agreement to pay an 
annuity, the payments were capital expendi- 
tures. The cryptic language of this ruling 
probably indicates that the obligor was to 
receive the assets or, at any rate, unrestricted 
title thereto only upon completion of the 
annuity payments, so that this was a case 
where total actual payments would be known 
before the obligor would be in a position 
to dispose of the assets. In any event, 
there was no indication that the aggregate 
of payments already made had reached the 
value of the annuity and, accordingly, the 
ruling cannot be taken as a clear rejection 
of O. D. 945 and the annuity-venture theory 


In 1925, S. M. 3141-A™ denied a deduc- 
tion for an annuity payment made to a 
mother who had transferred a life estate in 
consideration of an annuity promise. The 
obligor was to pay a minimum monthly sum 
and, if he agreed, such further sums as his 
mother desired. The ruling stated that the 
annuity payments were indeterminate, that 
they constituted capital expenditures, and 
that the cost of the property acquired would 
be the total amount of payments made and 
to be made. Here again, since there was no 
indication that the aggregate of payments 
already made had reached the value of the 
annuity, the ruling not necessarily 
reject O. D. 945. Moreover, the annuity 
payments were indeterminate, so that in the 
absence of knowledge of the value of the 
life estate, the annuity could not be valued 


does 


An examination of the cases in this area 
reveals a similar uncertainty. The classic 
case expounding the annuity-venture theory 
is John C. Moore Corporation.” in which the 
opinion rejects the treatment of the obligor 
as an installment purchaser, because it gives 
him no fixed basis for the property until 
the annuitant’s death, and thereby creates 
insuperable difficulties with respect to de- 
preciation and subsequent sale of the prop- 
erty The transaction was analyzed into 
its two elements—the acquisition of prop- 
erty and the assumption of an annuity con- 
tract—and the court said that since the 
obligor had thus entered an annuity venture 
it was necessary to look to that venture for 
any gain or The obligor was given 
a basis for the property equal to its fair 
market value, but the court denied a deduc- 


loss 


*~4CB 44 

1 XII-1 CB 159 

21. T. 1242, I-1 CB 61; 
3 TI-1 CB 121. 

* TV-2 CB 183. 

* Cited at footnote 1. 
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tion for an annuity because the 
annuity payments already made, when dimin- 
ished by the interest allowed the obligor as 


a deduction, did not yet aggregate that basis 


payment 


In a number of 


other cases, the obligor 
has been denied a deduction for an annuity 
payment as capital expenditure 

, the use of that term 
denote adoption of 
capital-expenditure theory 
there 
others it 
not be 


being a 
but, as indicated above 
does not necessarily 
Thus, in some 
was a failure of proof™ and in 
that the obligor would 
a deduction under eithet 
because the aggregate of payments 
fell short of the at the 
time of the tr 


cases 
was clear 
entitled to 
theory 


value of the annuity 


insaction 


The opinion in the Steinbach Kresge cas« 


unequivocally rejected the 


\ annuity-venture 
and the reasoning of the Moore deci 
It recognized the lack of sound prece 
dent in this area,” but after 
both theories expressed a preference for the 
capital-expenditure 


theory 


$10n 


a discussion of 
theory However, the 
court admitted that even under the annuity 
venture theory the would not be 
allowed the deduction he claimed in respect 


obligor 


of an annuity payment because his payments 
did not yet aggregate the value of the prop 
erty. The court with the Moore 
that failure to have a fixed basis 
would lead to insuperable difficulties, and it 
stated that the 


remain © 


disagreed 
opinion 


exchange could 


ven even after the obligor’s disposi 


transaction 


the fixing of 
was no statutory com 


I 
tion of the property to await 


that thers 
mand to reckon tax immediately on disposi 


tron 


cost and 


which would compel establishment of 


cost by actuarial values 


The court pointed 
out that its approach 


treatment of the 


with 
annuitant who is deemed to 


was consistent 
have embarked on an open transaction when 


he enters the annuity transaction.” 


It was not until 1945 that there was any 
thing like a rejection of the 
venture theory by the 
Forrester case 


clear annuity 
Court In the 


claimed as his 


Tax 
the obligor 


basis for the property 


value 
of a commercial annuity equivalent to what 
he had given for the property a 
that had 


died it theoretical 


received the 


court 


said where the annuitant already 


was unnecessary to use 

* Cases cited at footnote 19 

21 Elliott Corbett, CCH Dec 
46 (1933); O. R. Fuller and T. 8 
Company, cited at footnote 19 

* Victor J. Evans and Edwin M. Klein, cited 
at footnote 19; John C. Moore Corporation and 
Steinbach Kresge Company v. Sturgess, cited 
at footnote 1 

*% Cited at footnote 1 

"Steinbach Kresge Company 1 
cited at footnote 1, p. 899 


8050, 28 BTA 
Martin Realty 


Sturgess, 
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methods for 
already 


ascertaining cost, since it 
established by the 
obligor had made, The implication of this 
that where the 
may be 


was 
payments the 


statement is 
still resort 
to such theoretical methods and to give the 


annuitant is 
living it necessary to 
obligor a basis derived from such methods 
However, with this implication there still 
remain the questions of 
ment 


whether any 
would be made on the death of 


adjust- 
the an 
nuitant and, if so, the form of such adjustment 

The Tax 
question 


Court’s next approach to this 
was in the Sheridan 
still alive and the court 
adopted the annuity-venture theory to allow 
the obligor 
gate of payments already made was greatet 
than the value of the 
annuity. The 


case Nas where 


the annuitant was 
a loss deduction when the agere 


consideration for the 
that in 1926 
the obligor had acquired real property from 


opinion stated 
his aunt, partly by a purchase-money mort 
1935 the aunt had 
mortgage as a gift, and the remainder 
in consideration of the obligor’s promise to 
pay an annuity. What the obligor received 
Was a trom 


gage In released part 


of the 


release indebtedness, a con- 
sideration closely akin to cash, and thus, as 
indicated 


above, not a suitable subject tor 


application of the capital-expenditure theory. 
The Commissionet 
this, 


based on the 


apparently recognized 


for his challenge to the deduction was 
that the annuity 


transaction constituted an adjustment of the 


argument 


purchase price of the subject property, and 
that accordingly the obligor’s basis for that 
property should be The court 
rejected the interpretation 
of the transaction and based its decision on 
2. 
cepted as the 


increased, 
Commissioner's 


whic h he 


said to have a« 


correct law of the case 


Was 


Deduction for Interest 


In dealing 
tant ina 


with the taxation of an annui 
year 


had 


before the 3 per cent pro- 
included in the tax law, 
the Board of Tax Appeals, in Florence / 
Klein,” had held that the annuitant should 
include in gross income the “discount” ele 
ment ot 


vision * been 


each annuity payment, that is to 


say, the difference between the annuity pay 


ment 


and its value 


when discounted to the 
‘See cases cited at footnote 3; C. J 
Estate v. Maloney, cited at 
Rul. 239, cited at footnote 13 
D. Bruce l’orrester, CCH 
907 (1945) 
“Cf. Maud Gillespie, cited at 
“ Donald H. Sheridan, cited at 
* I-1 CB 61 (1922) 
“ Sec. 22(b)(2), Revenue Act of 1934 
’ Cited at footnote 1 


Hill 
footnote 1; Rev 
Dec. 14,425, 4 TC 


footnote 11 
footnote 6 











time of the annuity transaction. The Moore 
opinion cited this decision as authority for 
granting the obligor a corresponding in- 
terest deduction, but since that time no 
court has allowed the obligor such a deduc- 
tion,” even though the annuitant had been 
required to include in gross income either 
“discount” or, under later provisions of 
the tax law, 3 per cent of the considera- 
tion for the annuity.” 


The courts have denied inconsistency in 
this treatment of annuitant and obligor, on 
the ground that statutory provisions for 
deductions must be strictly construed” and 
that “indebtedness,” as used in the statutory 
provision granting a deduction for interest 
thereon, means an amount payable in all 
events, whereas the obligor’s liability being 
contingent on the annuitant’s continuing life 
is not such indebtedness.“ Moreover, in the 
Steinbach Kresge case the court found it 
inconceivable that an annuitant would exact 
interest from the obligor for paying him 
what he desired 


Deduction for Depreciation 


The Moore decision is the only one con- 
taining a holding as to the obligor’s basis 
for depreciation Applying the annuity- 
venture theory, the court there ruled that 
the obligor’s basis was the value of the 
property at the time of the annuity transaction. 

Under the capital-expenditure theory, as 
expressed in the Stetnbach Kresge case, the 
transaction in which the obligor disposed 
of property would remain open until the 


annuitant’s death. That case did not in- 
volve depreciable property but, had it done 
so, it is doubtful that the court would have 
suggested that each of the obligor’s tax 
years would remain open till the obligor’s 


death, at which time cost would be fixed 
and depreciation computed for each year 
from the time of the annuity transaction 


One write in support of the capital 
expenditure theory has suggested that, for 


* Reliable Incubator Company, CCH Dec. 
15,128, 6 TC 919 (1946): Autenreith, CCH Dec. 
10,998, 41 BTA 319 (1940), aff'd, 40-2 ustrc 1 9795, 
115 F. (2d) 856 (CCA-3): Victor J. Evans, cited 
at footnote 19; F. A. Gillespie & Sons Company 
v. Commissioner, 46-1 ustc § 9207, 154 F. (2d) 
913 (CCA-10), aff'g CCH Dee. 14,185(M), 3 TCM 
1073 (1944), cert. den. 329 U. S. 781; Bdwin M. 
Kdein, cited at footnote 19. See also I. T. 1242, 
I-1 CB 61 

» Edwin M. Klein, cited at footnote 19 (the 
court also drew a distinction between interest, 
which would be deductible, and discount) 

“F. A. Gillespie & Sons Company v. Com- 
missioner, cited at footnote 38 (the court said 
the amount required to be included in income 
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gate of $6,000 in annuity payments. This 


H. R. 8300 which, if incorporated into the 


depreciation purposes, basis should be an 
increasing amount consisting of actual cost, 


that is to say, the aggregate of payments 
already made. Such a treatment fails to 
recognize that at any time during the an 
nuitant’s life, actual cost consists not only 
of payments already made, but also of the 
contingent liability for future payments 
Moreover, in Crane v. Commissioner,” the 
United States Supreme Court expressed 
disapproval of an increasing basis for use 
in determining depreciation. In that case it 
held that where property was acquired 
subject to a mortgage, its basis for deprecia 
tion was its gross cost including the mort 
gage liability, rather than the owner’s equity 
The Court said that depreciation deductions 
based on equity values “will represent only 
a fraction of the cost of the corresponding 
physical exhaustion,” and quoted the view 
of the Commissioner (whom the Court 
upheld) that using equity as the basis would 
require the basis to be changed with each 
payment on the mortgage, and that the at 
tendant problems of repeatedly recomputing 
basis and annual allowances would be a 
tremendous accounting burden on both the 
Commissioner and the taxpayer 


Present State of the Law 


One thing alone is clear from the cases 
that, despite the Moore decision to the con 
trary, the obligor will not be allowed a 
deduction in respect of interest. That the 
cases“ should have shown such virtual 
unanimity is somewhat surprising in view 
of the fact that Congress, in enacting provi 
sions for taxation of annuity payments,” 
has tacitly recognized that the annuitant 
is a recipient of interest, even though its 
amount is arbitrarily determined. It seems 
inconsistent to deny a deduction to the 
obligor, who alone could have paid such 
interest, and the logical amount of such a 
deduction would seem to be the sum re 
quired to be included in the annuitant’s 
income Alternatively, the obligor could be 


was not interest, but only in the nature of 
interest,’ and so was not deductible by the 
obligor) 

“F. A. Gillespie & Sons Company v. Com 
missioner, cited at footnote 38 

# 1939 Code Sec. 23(b); 1954 Code Sec. 163 

“FF. A.. Gillespie & Sons Company v. Com- 
missioner, cited at footnote 38; Edwin M. Klein, 
cited at footnote 19 

“ Milton E. Meyer, Jr., ‘“Transfer of Property 
for an Annuity—Tax Position of the Trans- 
feree,”’ 31 Taxes 645 (August, 1953) 

“ 47-1 ustc { 9217, 331 U. S. 1 

“ Cases cited at footnote 38 

"Sec. 22(b)(2), Revenue Act of 1934; 1939 
Code Sec. 22(b)(2)(A); 1954 Code Sec. 72 
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permitted an interest deduction computed 
by applying some agreed rate to the amount 
of principal not yet returned to the annui- 
tant.“ Such a method would be more in 
accord with realities than that of the Moore 
case which gave the obligor an interest 
deduction increasing with each annual pay- 
ment until the whole principal 
returned to the annuitant. 


had been 
As to the remainder of the questions, it 
must be recognized that there are two 
distinct theoretical approaches, each leading 
to different tax consequences, but a perhaps 
not-too-attenuated harmonization of the ac- 
tual holdings may be made as follows: 


In a private annuity transaction the con- 
sideration for 
property. 
lent) is 


the annuity may be cash or 

When cash (or its near equiva 
the the obligor is 
regarded as being engaged in an annuity 
venture 


consideration, 


In such an event, if the annuitant 
dies before he has received payments aggre 
gating the amount of the cash consideration, 
the obligor realizes an immediate gain 
measured by the difference, but once the 
annuitant has recovered that 
ation, 


cash consider 
payments when made 
stitute losses to the obligor.” 


further con 


On the other hand, if the consideration 
for the annuity is property, the latter takes 
a tentative basis equal to the value of the 
annuity at the time of the transaction, 
determined by reference to the value of the 
property exchanged for the annuity ™ or, if 
that is not known, by aggregating the pay- 


ments to be made over to annuitant’s tabular 
life expectancy, each discounted to the time 
of the transaction.” This tentative 
will be computing depreciation 
and gain or loss, but only until the annui 


basis 
used for 


tant’s death, at which time basis will be 


ultimately determined by the aggregate of 


payments made,” with appropriate adjust 


ment for depreciation to that time 


Some Further Unsettled Questions 


If the foregoing hornbook statement is 
sound as far as “property” consideration is 
it is clear that it is the capital- 
expenditure theory with a modification to 
cover the period until the annuitant’s death 
It is apparent that at 


tions remain unanswered. 


concerne d, 


also least two 


ques- 
‘J hey are 


* See Commissioner v. John C. Moore Corpo- 
ration, 42 F. (2d) 186, at p. 188 

* Donald H. Sheridan, cited at 
I. T. 1242, I-1 CB 61, and I. T. 1484 

»” John C. Moore Corporation, 
note 1 


footnote 6; 
I-2 CB 66 
cited at foot 


Annuity Transaction 


contracts. Similarly, Section 72 of the 1954 


(1) Where the annuitant has already re- 
ceived in aggregate of payments the value 
of the property, does the tentative basis in- 
crease with further payments? 


(2) Where the obligor has disposed oft 
the property prior to the annuitant’s death 
and taxability been determined by 
reference to the tentative basis, is any ad- 
justment to be made on the annuitant’s sub- 
sequent death or the 
payments to the annuitant 
tentative basis? 


has 


where aggregate of 


exceeds that 


To each of these questions an affirmative 
answer reasonable. As to the first, 
it would seem unrealistic to peg the obligor 
to a tentative basis where it is certain that 
it will be exceeded by the basis. 
It may be this situation, as in the 
Forrester opinion, that it is no longer neces- 
sary to apply theoretical methods. Further, 
the hardship of a variable basis for depre- 
ciable property 


seems 


ultimate 
said in 


is perhaps not as great™ 
the Moore 
therefore, that 
the property 
annuity 


as was 
would seem, 
tentative 


suggested in case, It 
the obligor’s 
should be 
payment once 
the aggregate of prior payments reaclies the 
value of the annuity 


basis for 


increased with each 


As to the second question, it would seem 
undesirable that taxation of a 
should be unrelated to the economic bene- 
fits derived from it Where a_ tentative 
basis has been used, it would seem proper 


transaction 


to make appropriate adjustments if a sub- 
sequent event the 
ultimate certain 
tentative 


serves to fix 

make it that the 
will be and it 
would seem appropriate that such an event 
should be the 
Such treatment 
of the rule of Burnet v 
that rule it could 
seller having in 


obligor’s 
basis or 
basis exceeded, 
occasion for 
would 


an adjustment. 
entail an extension 
Logan," for under 
that the 
a gain from the 
loss in a 


not eventuate 
one 
yuld subse- 
as could readily happen pursu- 
ant to the adjustments suggested here. To 
illustrate the that would be 
obligor, O, had a tenta- 
$10,000 for nondepreciable 
property acquired in a private annuity trans 
action and sold the property during the life 
of the annuitant, A, for $12,000. O would 
thereupon realize a gain of $2,000. Suppose 
that 


year 
transaction c 
quent 


have a 
year, 


adjustment 


made, suppose the 


tive basis of 


\ died after having received an aggre 


Nelson Trottman, 
O. D. 945, 4 CB 44, as 
11655, XII-1 CB 159 
% See case cited at footnote 32 
Meyer, work cited 
* Cited at footnote 2 


cited at footnote 7 
modified by G. C. M. 





of the obligor. There is no provision, how- 





gate of $6,000 in annuity payments. This 
event would fix O's ultimate basis at $6,000, 
and O would consequently realize a further 
gain of $4,000 on his sale. (If O's sale had 
resulted in an initial loss from which he 
derived no benefit taxwise, the subsequent 
gain might present an occasion for applica- 
tion of the tax-benefit theory.) Suppose, 
instead, that A did not die before receiving 
an aggregate of $10,000 in annuity pay- 
ments, and that he lived to receive subse 
quent payments Each subsequent payment 
would clearly serve to increase O’s ultimate 
basis, and would be an appropriate occasion 
for granting an equivalent loss to O, as an 
adjustment of the sale transaction 


The foregoing analysis of taxation of 
the obligor is somewhat analogous to that 
of the annuitant under the 1939 Code, The 
annuitant who pays cash realizes gain in the 
transaction only when the total of annuity 
payments, reduced by amounts includable 
as income, exceeds that cash considera- 
tion.” The annuitant, however, does not 
get the benefit of a deductible loss if he 
dies before he so recovers that considera- 
tion.” Again, where the consideration is 
property the exchange element of the trans 
action remains open, but, in the case of the 
annuitant, only until the total of annuity 
payments, reduced by amounts includable 
as income, reaches the value of the prop- 
erty at the time of the exchange.” and it 
seems likely that the same result would 
follow under Section 72 of the 1954 Code. 

Under this analysis, annuitant and obligor 
are also treated consistently in that, for 
both, the obligor’s promise is deemed to 
have no finally determinable value at the 
time of the transaction.” Finally, taxation 
of the obligor pursuant to this analysis 
meets at least one of the classical desiderata 
of a sound tax, namely, that payment be 
required when most convenient to the tax 
payer.” Thus, if the annuitant dies while 
the obligor still owns the property, no gain 
is realized at that time Only when the 
obligor sells the property, and hence has 


the wherewithal to pay, is any tax levied. 


Aboriive Legislative Action 


In conclusion, consideration will be given 
to certain provisions of Section 1241 of 


* 1939 Code Sec. 22(b)(2)(A) 

“ Industrial Trust Company v. Broderick, 37-2 
ustc { 9427, 19 F. Supp. 961 (DC Del., 1937), 
aff'd, 38-1 uste { 9136, 94 F. (2d) 927 (CCA-1), 
cert, den., 304 U. S. 572 

Rev, Rui. 239, 1953-2 CB 53: C. V. Hill 
Estate v. Maloney, cited at footnote 1. 

* Cases cited at footnote 3 
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H. R. 8300 which, if incorporated into the 
1954 Code, would have resolved many of 
the taxation difficulties where property is 
given for a private annuity. These provi- 
sions constitute a marriage of theories, a 
meshing of the treatment of annuitant and 
obligor, and a legislative reversal of the 
now firmly entrenched judicial doctrine that 
the obligor may not have an _ interest 
deduction.” 


Section 1241(a)(1) provides for treatment 
of the seller of the property, that is, the 
annuitant. By its terms, as supplemented 
by the report of the House Ways and 
Means Committee, the annuity contract 
would be assigned a value equal to that of 
an equivalent commercial annuity (without 
regard to the financial condition of the 
obligor); the assigned value would be 
deemed the consideration paid, for purposes 
of Section 72 of the 1954 Code (taxation of 
annuities); and the seller would realize 
capital gain or loss at the time of the 
annuity transaction. 


This provision would have removed one 
of the chief causes of difficulty in this area 
of taxation, by reversing the judicial doc- 
trine of the Lloyd, Deering and Kann cases™ 
that the obligor’s promise, when made, has 
no assignable value. But the provision 
would have reversed not Burnet v. Logan, 
as the committee claimed, but only those 
cases applying its principle to private an- 
nuity transactions. 

By assigning to the annuity contract the 
value of an equivalent commercial annuity, 
the significance of bargaining in terms of 
the annuitant’s individual life expectancy 
would be eliminated. The report of the 
House Ways and Means Committee specif- 
ically stated that any excess of value of the 
property over value of the appropriate 
commercial annuity might “be considered 
a gift in line with the court decisions in 
Estate of Koert Bartman (10 T. C. 1073) 


and other cases. 


The Senate Finance Committee’s only 
specific criticism of Section 1241 was that 
it left uncertainty in the area of support 
contracts.” It is clear that the value of 
a commercial annuity cannot be determined 
unless the payments are specified, and thus 
Section 1241 is not applicable to support 

* Adam Smith, Wealth of Nations: ‘‘Every 
tax ought to be levied at the time, or in the 
manner, in which it is most convenient to the 
taxpayer to pay it.”’ 

” Cases cited at footnote 38 

* Cases cited at footnote 3 

= Committee report cited at footnote 18 
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contracts. Similarly, Section 72 of the 1954 
Code which Section 1241 of H. R. 
8300 was to be meshed), being keyed to the 
expected return under the contract, is not 
applicable to contracts. While the 
support contract could be included in Sec- 
tion 1241(a)(1) by assigning to it a value 


(with 


such 


equal to the property transferred, no such 
simple amendment could place support con- 
tracts within the embrace of Section 72. 
Perhaps support contracts are so much sui 
generis as to warrant special treatment in 
the Code. 
Section 1241(b)(1) would give the pur- 
chaser of the property, that is, the obligor, 
a tentative the assigned value of 
the annuity (plus any other consideration 
given to the seller) until the occurrence 
of mortality gain or loss (described below) 
arising from the 
annuitant 


Section 1241(b)(2) would allow the obligor 
an interest deduction equal to the portion 
of each annuity payment includable in gross 
income of the annuitant under Section 72 
of the 1954 Code. This provision consti- 
tutes an adoption of the Moore decision and 
a rejection of those cases denying an inter- 
est deduction to the obligor - 


basis of 


death or survival of the 


In Section 1241(d)(2), “mortality gain” 
is defined as the excess of the assigned value 
of the 
of the 


which 


annuity contract over the aggregate 
portions of the 
have not 


annuity payments 
allowed as interest 
deductions, and is realized on the annuitant’s 
death. “Mortality loss” is defined as the 
excess of such aggregate over the assigned 
value of the annuity contract, and is realized 
partially as made, 
that reached the 
value of the annuity contract 

1241(b)(4)(A), if the 
held by the 


gain or 


been 


each payment is 


aggregate has 


once 


assigned 


By Section 
erty 


prop 
when a 
occurred, its basis 
would be adjusted, ‘but, to avoid the pos 
sibility of a negative basis, 
be made, 


were 
mortality 


obligor 


loss 


provision would 


after reducing the 


basis of the 


property to zero, for applying any unused 


mortality loss to other 


gain of property 


of the obligor. There is no provision, how- ; 
ever, for a situation where there is still some 
unused mortality gain or remaining 
after such application. 


1241(b)(4)(B), if the prop- 
erty had been disposed of by the obligor, 
a mortality gain or loss would be treated 
as a gain or sale of property, 
but this provision contains no exception for 


loss 


By Section 


loss on the 


the case of disposal of such property by 
gift, whereby the donee’s basis might be 
adjusted. Both paragraphs (A) and (B) of 
Section 1241(b)(4) do, however, contain pro 
rating provisions to meet the situation where 
a part of the property has been disposed of 
and a part retained 


Section 1241 also provides for the situa 
tion where property is acquired subject to 
a pre-existing and for suitable 
adjustment where the obligor replaces his 
obligation by a 
premium 
annuity 


contract, 
commercial annuity, the 
therefor regarded as an 
the obligor. It 
however, for 


being 
payment by 
provision, 


con- 
tains no 
justment 


any ad- 
of allowable depreciation, where 
mortality gain or loss would have the effect 
of varying the tentative basis pursuant to 
Section 1241(b)(4)(A) or 
produce a gain of 


1241(b)(4)(B) 


While it seem extremely unlikely 
that judicial decisions could extend to deal 
ing with the problem of a zero basis in as 
sweeping 1241 would 
that an obligor who had 
property would be treated as a 
seller thereof for purposes of adjustment in 


would 
Section 


where it 


loss under 


would 


a manner as Section 
done or 
donated 


have 


respect of mortality gain or loss, it is quite 
possible that, as indicated in the preceding 
analysis of the case law, the general pro 
Section 1241 in respect of the 
obligor may be evolved by the courts, espe 
cially in regard to tentative basis 
justment for mortality gain or loss 
be interesting to see whether, in the 
ot a 


visions of 


and ad- 

It will 
absence 
Section 1241 of 
H. R. 8300, the courts do, in fact, develop 


provision similar to 


such a modified capital-expenditure approach 


to taxation of the obligor [The End] 


“We in the United States have already discovered that our present 
high-bracket income tax is not so much a tax on the rich as it is tax on the 
chances of the poor becoming rich. We are running a great risk of quietly 
becoming a socialistic nation through the back-door medium of confiscatory 
taxation that does things to a man’s spirit as well as to his pocketbook.'’— 
Clem D. Johnston, president, Chamber of Commerce of the United States. 


Cases cited at footnote 38 
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From the available evidence, it is clear 





Physical Decay Is a Continuous Process 


Taking Place at a Constant Rate and 


‘Financial Decay" Follows the Same Rule 


The Case for the Declining Balance 


SSETS actually lose value in a manner 

that is best reported by the declining- 
balance method, and the primary purpose of 
this paper is to deinonstrate that this is true. 
As will be proved, the declining-balance 
method is basically valid. This fact leads 
to surprising advantages. The method can 
be used to eliminate many of the vexing 
problems which surround the accounting 
for capital assets. 


With the declining-balance method, the 
determination of the depreciation rate does 
not require an estimate of the useful life of 
the asset, and, when the method is in use, 
the accuracy of the depreciation rates that 
are established may be tested by relatively 
easy procedures. But this is not all. The 
method allows an equitable and realistic 
allocation of depreciation to each period 
during the asset’s life, and it results in 
book values for assets which can be related 
to market values Also, and more im- 
portant, the method can be intelligently 
used as an aid in making business decisions 
by producing information that is currently 
beyond the scope of accounting techniques 


These are impressive attributes, and this 
is not a complete list of the advantages of 





Straight-Line Method 


the method. Indeed, all of the possibilities 
cannot be enumerated, for the method has 
been only partially explored. Perhaps the 
only advantage of the more common straight 
line method is mathematical simplicity, but this 
advantage is obtained at a tremendous cost 

In almost all cases, the depreciation charges 
calculated with the straight-line method are 
inadequate. One reputable source’ states 
“The depreciation permitted American busi 
ness . . falls short by $7 billion a year 
of a realistic allowance for current capital 
consumption.” * 


In view of this, each accountant will have 
to decide for himself whether he can cling 
to easy arithmetical procedures at the ex 
pense of understated depreciation charges on 
the income statements of his clients and un 
realistic asset values on their balance sheets 


Most of the troublesome problems and 
artificial procedures which complicate the 
accounting for capital assets have arisen 
because the widely used straight-line method 
is artificial and arbitrary. 

It is easier to illustrate the difference 
between the two methods with some cal 
culations: 


Declining-Balance Method 


Book Depreci Percentage Book Deprect Percentage 
Period Value ation of BookValue Value ation of Book Value 
l $1,000 $80 8.0% $1,000 $148 14.8% 
2 920 80 8.7% 852 127 14.8% 
3 840 80 9.5% 725 108 14.8% 
4 760 80 10.5% 617 92 14.8% 
5 680 80 11.8% 525 78 14.8% 
6 600 80 13.3% 447 65 14.8% 
7 520 80 15.4% 382 57 14.8% 
8 440 80 18.1% 325 49 14.8% 
9 360 80 22.2% 276 41 14.8% 
10 280 80 28.6% 235 35 14.8% 
Salvage Value 200 200 


*Machinery and Allied Products Institute, 
Realistic Depreciation Policy—A Summary (De- 


cember, 1953). 
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2 The relief afforded in the 1954 Internal Reve- 
nue Code is severly limited, and does not con- 
stitute a solution of the problem. 
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Certified Public Accountant, 
Los Angeles 


The facing table illustrates the relevant 
factors for an asset costing $1,000 with a life 
of ten years and a salvage value of $200.' 
With the straight-line method, the depre- 
ciation is a constant amount ($80) in each 
period, whereas with the declining-balance 
method the depreciation is at a constant rate 
(14.8 per cent) in each period. 


The declining-balance method is spoken 
of as the method of the constant rate, a term 
which will be used throughout this paper. 
This terminology may lead to some confu- 
sion, because of the common practice of 
discussing the amounts of straight-line de- 
preciation as if they were fixed percentages. 
Straight-line rates are only fixed percent- 
ages of cost—they are constant amounts of 
value. As a matter of fact, the straight-line 
method results in an increasing rate, and 
this was illustrated in the third column of 
the table. 


The declining-balance method allows a 
greater charge for depreciation during the 
earlier years of an asset’s life than does the 
straight-line method, and this is reversed in 
the later years. 


The result of this more rapid write-off is 
that the book (or remainder) value of an 
asset is always lower than with the straight- 
line method. The path followed by the 
remainder values is known as the declining 
balance curve. 


Almost every study of the market prices 
for used assets reveals that as an asset ages, 
prices follow the decclining-balance curve 
very closely. At any one moment, for any 
one group of comparable assets, the prices 
commanded by newer models are greater 
than the prices commanded by older models, 
and when values are plotted by age, the 


result is the declining-balance curve. 


* For illustration only: Life and salvage value 
are not needed with the declining-balance 
method. 

* Marston, Winfrey and Hemstead, Engineer- 
ing Valuation and Depreciation, a revision of 
an earlier work by Marston and Agg 


Declining Balance 


declining-balance process if each of the causes 


From the available evidence, it is clear 
that assets actually lose market value over 
their lives in what might be called a de- 
clining-balance manner, that is, at a more 
or less constant rate, and the market value 
of the assets follows the declining-balance 
curve. 


This fact has been noted by many compe- 
tent observers, and in the leading study of 
valuation and depreciation,* this phenomenon 
is briefly mentioned as the “Law of Second 


Hand Values.” * 


There is more than coincidence to the 
fact that assets lose market value at a more 
or less constant rate. When the actual 
process of “losing value” is understood, it 
will be very clear that the assets could not 
“lose value” in any other manner. 


Physical decay has been studied by science. 
It has long been common knowledge that 
physical decay is what we might call a con- 
tinuous declining-balance process and takes 
place at a constant rate. It will be demon- 
strated that “financial decay” follows the 
same rules, and that the declining-balance 
method calculates depreciation the way it 
actually occurs. 


Practical matters must be deferred until 
after this thesis has been developed. It will 
be easier to explain the advantages that 
were mentioned in the first few paragraphs 
when the depreciation process is understood 


DECLINING-BALANCE THEORY 


If this were merely another argument in 
favor of the declining-balance method, it 
would be enough to point out the obvious 
facts that maintenance costs are higher in 
the later years of an asset’s life, that efficiency 
is lower and that the declining-balance 
method compensates for this. Or it might 
be sufficient to call attention to the well- 
known fact that assets actually lose value 
faster in their early years, and that this cir- 
cumstance is reflected by the declining- 
balance method 


However, this paper is concerned with more 
than argument. The object here is logical 
proof that the declining-balance method is 
the most valid method for computing de- 
preciation, and that by comparison other 
methods are artificial 


*It must be added that the authors of this 
very valuable contribution to depreciation 
theory reached conclusions different from those 
expressed in this paper 





However, the results of deterioration can 


Method of Proof 


What will constitute proof? It is advis- 
able to outline the method of proof and the 
facts to be proved, so that proof will be 
recognized as it is presented. This requires 
a re-examination of the theory of deprecia- 
tion, so the development will have to be 
lengthy 


Assets lose value, or depreciate, as a re- 
sult of a large number of interacting factors. 
In this discussion, we must consider all of 
the factors affect 


which value 


For convenience, these factors may be 
combined into several homogeneous groups, 
such as obsolescence and deterioration. In 
turn, deterioration can be 


subgroups 


divided into two 
deterioration as a result of natural 


causes and deterioration as a result of use. 


Deterioration and obsolescence are spoken 
of in most definitions as being the causes of 
depreciation, but these are not the only 
groups of factors that affect values. Indeed, 
they are not necessarily the most important. 
Other 
economic conditions, 
material effect 
considered 


factors, such as 


and 
have a very 


must be 


maintenance 
obviously 
and 


upon value 


These groups are 
they 
merely 


customarily spoken of 


as if were single causes, but they are 


titles for logical classifications into 
which the countless factors which affect de- 
preciation may be grouped 


sible to speak ot 


Thus, it is pos 
“obsolescence” abstractly, 
a single cause (and effect) so 
long as it is remembered that it is the sum 
of a multitude of actions. 


Also, 


causes 


as if it were 


both 


, is an 


deterioration, natural 
which 
Maintenance retards 
Speaking abstractly, mainte- 
cancel out many of the effects 
Therefore, we can 
effects of 


trom 
and action 


tends to lower value 


Irom wus¢ 


this tendency. 
nance can 
of deterioration 
sider the net 


con- 
deterioration after 


maintenance However, the net effects of 
deterioration are physical results, while de- 
result. 


preciation is a financial 


As will be shown, the net physical effects 
of deterioration have an effect upon finan 


Also, 


cost of 


cial value at the same time, the in- 


creasing maintenance has a 


very 
important direct effect upon financial value, 
and “physical” maintenance must be dis- 


tinguished from “cost” of maintenance 


“Physical” maintenance is a factor which 
retards deterioration and, as a result, it has 
a tendency to slow down the loss of value 


“Cost” of maintenance increases as an asset 
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ages, and the rising costs of maintenance 
have a tendency to accelerate the loss of value. 

To prove the validity of the declining- 
balance method, we must consider the effects 
of each of the groups of causes alone, as 
if it by itself were the sole factor affecting 
value. This is a common scientific technique 
Astronomers commonly plot the moon’s 
orbit as an eliptical path with the earth at 
the center. As a matter of fact, this presen 
tation is so common that we all picture the 
orbit of the moon as a somewhat 


path around the earth 


circular 
Actually, this pic- 
Both the earth and the 
moon are moving in intertwined paths around 
the sun (and all these 
moving in another path) 
one time, may be 


ture is misleading 


bodies in turn are 
The moon, at any 
behind or beside 
ignoring the fact 
that the earth is moving at all that the moon 
can be shown to circle the earth 


ahead, 


the earth. It is only by 


In a similar manner, we must consider 


each of the each 
were the only factor affecting value, and all 
the others still. Also, as a 
practical matter, so long as depreciation is 
based on rather 


groups of factors as if 


were standing 


cost than existing 


price 
levels—a practice which is not necessarily 
valid—the effect of economic changes must 
be held aside permanently, and not con- 


sidered in the computation of depreciation 

With market changes, 
as each of the groups of causes is considered, 
it will be demonstrated that the effect of each 
cause by itself can best be evaluated by the 
declining-balance method. In other words, 
each of the causes alone operates to cause an 
asset to lose value in what might be called 
a declining-balance process 


the exception of 


This should be proof of the validity of the 
declining-balance method, for it is 
to expect that 


logical 
should be a 


TAXES —The Tax Magazine 


depreciation 





actor carefully Leening cnunt nf the hallaance 


declining-balance process if each of the causes 
ot depreciation is, in itself, a declining- 
balance process. To state it differently, the 
total result of a number of declining-balance 
processes should also be a declining-balance 
process. Logic will tell-us that this is true, 
and mathematics will confirm it, although 
the proof is the result of 
rather than addition. 


multiplication 


While abstract mathematical concepts are 
being avoided, it is interesting to note that 
all of the various declining-balance formulas 
belong to a distinct mathematical 


family 
known as “exponential equations.’ 


Various 
members of the family of exponential equa- 
tions can be found to express the rates 
ot change in the natural process of growth 
and decay. In addition, compound-interest 
formulas are members of this family. Finally, 
members of this family can be used to ex- 
press one of the rules of probability which 
vill be shown to have an important bearing 
upon the theory of depreciation 

We for proof that every 


cause of depreciation results in a declining- 
balanc e process. 


now are ready 


Action of Losing Value 


Deterioration and obsolescence have been 
spoken of as being the factors which cause 
depreciation. However, these are very ab- 
stract terms, especially when they are used 


Deterioration 


as causes loss in 


' 


causes 
value ! 
The impression created has little reality. 


value Obsolescence causes loss in 


If these abstract statements are to convey 
under- 
standing of the actual action of losing value, 
ther 


the meaning that is needed for an 
must be a mental picture, and this 
somewhat difficult to form from 
It is easy to form a mental 
picture of a machine being used, but it is 
hard to form a mental picture of the actual 
loss in value which 


picture 1s 


abstract terms 


occurs when the ma 
chine is used, that is, it is almost impossible 
individual metal 
being worn away, incredibly small amounts 
of temper being lost by springs with each 
flexing, etc. It is even 


to visualize molecules of 


harder to visualize 
the natural processes of deterioration—iron 


wood rotting 


rusting o1 one molecule at a 
time The actions of 


ficult to 


deterioration are dif- 
visualize because the process has 


The 


reach of a 


never been seen by anyone, 
takes place beyond the 


ve or X ray, 


ogic and mathematics 


action 
micro- 


Sct 


by 


and can only be deduced 


iT 
I 
] 
I 


‘The introduction to Relativity, the Special 
and the General Theory (1916) 


Declining Balance 


However, the results of deterioration can 
be seen and they are easily recognized, and 
the same thing applies to the results of 
this little 
We are all familiar with 
the results, but none of us has actually seen 
the process of arriving at the results. 


obsolescence, although takes a 


more imagination. 


It has already been indicated, rather vigor- 
ously, that the route followed by deprecia- 
tion can be plotted by the declining-balance 
method, so it would be somewhat anti- 
climactic to ask at this point: “What possible 
paths can depreciation follow?” 
let us examine all of 


Nonetheless, 
the possible routes 
(or trends) in loss of value, because it will 
be very clear that the declining-balance 
method reports the possible path. 
The first is to 
divide the possible trends into classifications 


only 


step in this examination 
so that each class may be considered sepa- 
rately. The following 
gest themselves: 


classifications sug- 


(1) Diminishing 
value in 


An asset could 
which decrease in 
each successive period, that is, the loss in 
the second period would be than the 
loss in the first, the loss in the third would 
be less than the 


amounts 


lose amounts 


less 


loss in the second, etc. 

(2) Expanding amounts 
classification, an could lose 
which increase in each 


In the opposite 
value in 
successive 


asset 
amounts 
period 


(3) Level amounts.—Obviously, an asset 
could lose value in amounts which are equal 
in each period. 

(4) Cyclically changing amounts.—An asset 
also could lose value in alternately increas- 
ing and decreasing cycles, period by period. 


(5) Random amounts 
could lose 


Finally, an asset 
value in a completely sporadic 
manner 


While no one has ever seen an asset ac- 
tually losing value, it is possible to form a 
mental picture of the process at work. Let 
us examine each of the five classifications, 


and try to picture the process of “losing 
value” in action. 


Visualizing the Action 


The example which will form our mental 
picture need not be dignified, for as Profes- 
sor Einstein has said, “Elegance is a matter 
for the cobbler and the tailor.”* Indeed, 
dignity need be no concern at all, for the 
objective is to convey an abstract idea, and 
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this objective may not be reached if we are 
overly conscious of dignity. 


One way to picture the process of losing 
value is to visualize it as a contest between 
deterioration and maintenance. In many 
respects, this alone would convey a valid 
picture. However, it is a contest that de- 
terioration always wins, and for a large 
number of reasons a more complete picture 
can be created by staging the action—as if 
it were some kind of a theatrical produc- 
tion. To do this, a stage setting must be 
constructed. Also, an “actor” is needed to 
represent the active forces of depreciation 
and “supporting players” are needed to serve 
as a maintenance crew. Finally, some kind of 
“props” are needed to represent value, 


Our props can consist of a vast number 
of balloons. The sum total of these balloons 
can represent total cost, and each separate 
balloon can represent a single molecule of 
the asset (in the physical sense) or a minute 
amount of value (in the financial sense). 


In order for the principal actor to rep- 
resent the forces of depreciation, he must 
be supplied with an unlimited amount of 
ammunition, or some weapon, to destroy 
the balloons. The duties of the maintenance 
crew will consist of removing the debris 
(the remains of the exploded balloons) and 
replacing them with more balloons, 


The scene will require two stage settings 
which may be used together or separately. 
One setting will consist of a vast area over 
which the balloons can be spaced very thinly, 
and the other will consist of an enclosure 
in which they can be piled high. 


With most trends in loss of value, we 
must have two examples—one where the lead- 
ing actor controls the action and one where the 
action is relatively unimportant. The distri- 
bution of the balloons, or their condition, 
determines the result. 


With this background, we can picture the 
loss ot each individual molecule or of each 
minute portion of value as, one by one, the 
balloons are destroyed. 


Diminishing Loss in Value 


For our first classification, we must set 
condition and action that could be reason- 
ably expected to result in loss of more value 
in the first period than in the second, more 
in the second than in the third, etc. 


First, let us consider the conditions where 
the processes of depreciation control the 
action. One possibility is to picture the 
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actor carefully keeping count of the balloons 
he destroys, and deliberately destroying 
fewer and fewer as time goes on. Another 
possibility is to picture the actor becoming 
fatigued and not working so hard. How- 
ever, neither of these possibilities appears to 
be reasonable. We cannot endow the actor 
in the process of depreciation with human 
intelligence or frailties. 


We must turn then to the distribution of 
the balloons to find a more reasonable ex- 
planation for the action. When the actor is 
pictured as working at an even pace and 
spreading his ammunition over the area 
fairly evenly we have a more credible pic- 
ture of depreciation at work. The forces of 
depreciation are at work continuously. 


We will consider first that the balloons 
are fairly thinly spaced over a wide area. 
Under these conditions it is likely that only 
a small portion of the ammunition would be 
effective. Some of the ammunition would 
fall in spaces between the balloons and some 
would not even land in the area at all. In 
any event, only a portion of the ballcons 
would be destroyed. The balloons that are 
destroyed leave empty spaces, and if the 
time is marked out into periods, it is likely 
that fewer ballons would be destroyed in 
the second period than in the first, because 
there are fewer balloons to start with, that 
is, that there are more empty spaces for the 
ammunition to fallin. If 20 per cent of the 
balloons are destroyed in the first period, so 
long as the action is steady it is likely that 
20 per cent of the remaining 80 per cent will 
be destroyed in the second period, etc. 


So long as the ammunition is spread 
evenly and at a steady pace, balloons will 
be destroyed in decreasing amounts, and in 
constant proportion to those present. This, of 
course, is the type of action that is com- 
puted by the declining-balance method. The 
example is an animate picture of the random 
forces of nature at work, wearing away the 
asset. The physical effect of the actions of 
wind and weather or exposure to the ele- 
ments results in deterioration which should 
be computed by the declining-balance method. 
This fact is well known to science. Con- 
sideration of the financial effect of this 
action will be left until late: 


While the example is fresh in our minds, 
it is wise to consider the problems of main- 
tenance, or repair, of the physical effects of 
natural deterioration. To use our example, 
the destroyed balloons are spead over a 
wide area, and it would take an immense crew 
to search them out, remove the debris and re- 
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place them. If the example may be related to 
it can be that the effects of 
deterioration are not always im- 
mediately apparent and it would be a tre- 
mendous and costly job to find all of the 
effects which could be repaired. This may 
be compared with the other situations which 
are described in the other examples to be 
presented. 


reality, seen 


natural 


Next, we consider the effects of 
steady action on balloons that are piled high 
in a small area. In this case, most of the 
action is at the surface (the top of the pile of 
balloons). As balloons are destroyed, the 
(the remains of the balloons) will 
clog the surface and insulate the balloons 
underneath f 


must 


debris 


from the effects of the action. 
Unless there is maintenance (removal of the 
debris and/or replacement of the balloons), 
as the surface is clogged the action will be 
less and less effective, and the net effect is 
about the same as was previously described 
for balloons which are spread over a wide area. 


where the balloons are con- 
fined, maintenance is comparatively easy, 
because there is no need to search out the 
effects of the action. Even if the action is 
heavy, the maintenance crew will have no 
difficulty in searching out the damage. 


However, 


Before we reach any conclusions, let us 
consider the other examples. 


Expanding Loss in Value 


The examples here must illustrate a rea- 
sonable form of action that might result in 
more loss in value in the second period than 
in the first, more in the third than in the 
second, etc., until the value is exhausted. 
In order that the amount of loss of value 
would be greater in each period, we must 
visualize some kind of increasing action— 
either of the actor or of the balloons them- 
selves. We can imagine the actor gaining 
energy as he warms to his task. However, 
while it is possible to imagine this continu- 
ing for a while, ultimately our actor would 
reach his physical limits and at that point 
the amount of loss in value would cease to 
expand. This picture does not fulfill our 
requirement that the amounts continue to 
grow 

We must picture another style of action. 
The best alternative is to visualize the bal- 
loons themselves as the agent for increasing 
action. We can do this by imagining that 
they are filled with an explosive gas—when 
exploded it sets off its neighbor, 
which in turn would set off its neighbor, 


one 158 


Declining Balance 


etc. Thus, we would have a chain reaction 
and only one act would set the action in 
motion that would eventually explode the 
whole group. 


If the gas were only strong enough to set 
off one other balloon, we would have a fairly 
constant rate of consumption. With this 
constant rate, we would have to assume that 
the balloons were confined to a definite area 
and that they were close enough together 
so that the chain reaction is not broken. 


However, the explosion of one balloon at 
a time does not fulfill our requirements for 
an expanding rate. To bring the example 
more into line, we could either imagine more 
acts from time to time in more areas to set 
other chain reactions going, or, aS is more 
likely, we would assume that the gas in the 
balloons is stronger. If we imagine that it 
is strong enough so that the explosion of 
one balloon will set off two of its neighbors, 
and these in turn set off two more, we have 
a very fast chain reaction. On the tenth 
repetition, 1,024 balloons explode; on the 
twentieth the number is 1,048,576. It would 
take very little time for such a reaction to 
explode all the balloons there are. 


It is obvious that any kind of a chain 
reaction could not be imagined as a cause 


for depreciation. It would be obliteration. 


Also, it might be mentioned that no mainte- 
nance crew could possibly keep up with a 
chain reaction. The only hope in a chain 
reaction is to break the chain and stop the 
action. 


However, one of the justifications of the 
straight-line method is founded on what 
might be called a “theory of usability.” 
This justification assumes that an asset is 
uniformly usable to a critical point, after 
which it deteriorates very rapidly as a re- 
sult of a chain reaction. Vibrations from 
one loose part loosen other parts which, in 
turn, vibrate, etc. This theory is well de- 
veloped. However, it would seem reasonable 
to assume that such a chain reaction could 
set in only as a result of an accident or as 
a result of failure to maintain the asset. 


The theory of usability is an important 
part of depreciation theory, and we will 


give it more attention in due course. 


Level Depreciation 


It is possible to imagine several ways that 
the same amount of value could be lost in 
each period. One of these processes has 


already been suggested—the very slow chain 
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reaction. We also 
Straight declining action 


almost 
Here, we would 
have to confine the balloons to a relatively 
small area with the ammunition being closely 


can picture an 


effective and the slowly declining action re 
sulting from the insulating power of the 
accumulating debris of exploded balloons 


The true straight-line action can be 
tured either of two ways 


pic- 
lf we imagine the 
actor shooting his ammunition without aim, 
then the balloons must be piled high in a 
small area, with no resulting debris (evapo- 
ration, etc.) or the must be fed 
past the actor by some piece of equipment 


balloons 


It is also possible, and perhaps more logical, 
to picture the taking definite aim at 
balloon at a time working at a 
steady rate, both aim and speed under control 


actor 


one and 


Whichever straight-line method we imag- 
ine, the maintenance crew has an easy job 
Fither the area or the aim is controlled, and 
there is no need to search out the remains 
of the exploded balloons. This type of ac 
tion is analogous to what we generally call 
“consumption.” Many serious supporters of 
the straight-line method of computing de 
preciation visualize the 


value as consumption of 


process ot losing 


one of the asset 


Cyclical Action 


True cyclical action is almost impossible 
to picture. Some theorists picture the action 
of losing value as one part of a cycle, and 
the action of replacing value (by mainte- 
nance) as the other. However, this is not 


a true cycle. 


Maintenance and depreciation are sepa 
rate processes which affect each other and 
which we 


true 


have considered separately. A 
cycle is the result of one force, that is, 
difficult to 
logically, but it is immediately apparent to 


with a knowledge of mathematics. 


electric power. This is prove 


anyone 


Action in General 
We 


which 


trend 
dis- 


have now considered every 
could be value is 


sipated, and we have examined each one of 


followed as 
them in several ways. We have considered 
that the acting force might be in command 
of the situation, and we have visualized the 
itself (the 
course of the action 


asset balloons) determining the 


We are now in a position to make a choice 
as to which situation appears to be the most 
logical example of the way in which value 
defer our 


is dissipated. However, we 
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choice, for we have not as yet considered the 
final classification—sporadic loss in value. 


Random or Sporadic Action 


Using the same background, let us con 
sider this type of action as if parts of the 
action had not described before. To 
picture this type of action, we must picture 
the balloons either spaced thinly or confined, 
or both—let us say it doesn’t matter. We 
must picture our actor working when the 
mood hits him—and not, as he 
feels like it. Again, if we are to picture this 
type of action properly, we must convince 
ourselves that this doesn’t 


been 


aiming or 


matter either. 


Finally, we must assume that our mainte 
nance crew works when it feels like it. 
However, it is logical to assume that when 
the maintenance crew does work, it works 
where it is easiest. 


Now, let us stand aside and observe this 
scene, and let us imagine that we are going 
to set the odds impartially for others who 
will wager on various phases of the action. 


If we analyze the “odds” properly, it is 
apparent first that any time the actor does 
spend a period of time aiming at the balloons, 
the maintenance crew can follow very fast and 
clean up the damage. We can expect that 
when the crew does work, this is the work 
it would do first. Also, the maintenance 
crew would have an easy job in any parts 
of the area where a large number of bal- 
loons might be closely confined. ‘The mainte 
nance crew has the easiest job when it does 
not have to look around for damage to re- 
pair. can say that the action in 
any is largely canceled by 
maintenance, and we can say the same thing 


Thus, we 
confined area 


for any controlled action. 


Our example presents a valid picture of 
the role of maintenance in actual 
The effects of consumption of assets—the 
wear of moving parts, the dulling of cutting 
edges, etc.—are quickly cured by mainte- 


practice. 


nance, and thus canceled out of the deterio- 
ration Since maintenance 
out the effects of any controlled action or 


process. cancels 
of any concentration of the target (the bal- 
loons) in a limited area, all we have left to 
consider is the effect of sporadic or random 
balloons which distributed 


action on are 


over a wide area. 

If we now consider the effective action of 
(that which 
by maintenance), we need only consider his 


our actor cannot be canceled 


random action. Also, we need only consider 


the effects of the action on those balloons 
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achieved (within limits) on the one blade. 


of its costs of operation and ownership 


ae. aan cia 


which are distributed evenly over the whole 


area. 

In any one moment of time, we could not 
possibly 
actor 


predict the direction in which our 


would dispense his ammunition, or 
even if he would work at all. But if we use 
a long enough period, so that there is enough 
time for a large number of actions, the odds 


are that ammunition 


distributed 
evenly over the whole area in a very waste- 


ful manner, 


would be 
and only a certain proportion 
of the ammunition would be effective. 


It is possible that the maintenance crew 
could search out a portion of this damage 
and replace the balloons, but this is not 
nearly so easy as is replacing the effects of 
the controlled action 


After one period, there is little doubt that 
bare spaces would remain—say 20 per cent 
of the area is empty. The area would not be 
as thickly covered. If our man continues at 
the same rate, and it is probable that he 
would, he would expend the same amount 
of ammunition in the second period as in 
the first. However, in this period, only 80 
per cent of the area is covered, and prob- 
ably only 20 per cent (the same rate) of the 
remaining balloons would be 
But why continue? It is 


destroyed 
very that 
we are again describing the declining-balance 
method 


clear 


Thus, the declining-balance method and ran 
dom or sporadic action are identical, and the 
declining-balance method describes random ac 
tion in an undefined area." 


By relying on probability, one can say 


that the 


declining-balance method is the 


only possible method for any kind of ran 
dom action Any other method would re 
quire some kind of act, control, aim of 


extraneous condition. 


Depreciation Result of Random Action 


It would be possible to stop right here 
with the statement that depreciation is the 
result of a vast quantity of random actions 
This is a statement that no one could deny, 
and perhaps this might be sufficient proof of 
the validity of the declining-balance method 
However, having proceeded this far, it is 
well to apply the principles we have devel 
oped to more concrete examples, with par 
ticular emphasis on the financial effects of 


the actions. We should now consider indi 


'*The declining-balance curve is a segment 


of the general exponential curve y = e* which 
is used to describe random data. One illustra- 
tion is to take a large number of sticks and 
break them into random lengths. When the 


Declining Balance 
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vidually the causes of deterioration and de- 
preciation, 


Deierioration from Natural Causes 


Every physical article is subject to the 
effects of natural forces. Such action is evi- 
denced by any number of results, including 
rusting metal, disintegrating 
rotting wood, fabric or rubber 
natural 


masonry, or 

Almost any 
process except growth results in 
decay, and growth is almost the same thing 
as decay. This will not be so hard to under- 
stand if you think of growth as a favorable 


change and decay as an unfavorable change. 


It is clear that actions such as the natural 
forces of rain and exposure to the 
elements are the most random of all actions. 
Deterioration from 


wind, 
natural forces clearly 
takes place at a more or less constant rate, 
and results in a declining balance of value 
remaining 


Deterioration from Use 


that 
action (or area) 
maintenance. This is im- 
portant, for use clearly results in two styles 
of declining-balance action. One is the style 
of action previously described as controlled 
action (balloons in a confined area) and the 


From our examples, we have 
the effects of controlled 


are canceled by 


seen 


other is a more rapid deterioration process 
which is similar to, but faster than, deterio 
ration from natural causes. 


It is perhaps not necessary to quibble, 
but even the more rapid action of moving 
parts and cutting edges do not result in true 
straight-line consumption. The actual quan- 
titative distinction is negligible, but it should 
be made 


Consumption implies a giving-up—a de- 
livery from the asset into production. Ob 
vious examples are the consumption of raw 
materials which are actually 
delivered into the product 
cutting 


given up ofr 

Moving parts, 
edges, stamping surfaces are not 
given up. They do not become a part of the 
product. In general, these portions of an 
asset deteriorate more rapidly with use, but 
they are not consumed, 


Lest there be any doubts, some further 
discussion is advisable. Let us consider, for 
example, a pocket knife which is purchased 


rust free and sharp. This knife will lose its 


sticks are sorted by length and laid out against 
a base line in order of length, with the shortest 
stick on one side and the longest on the other, 
the tops of the intervening sticks will form the 
exponential curve 
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fact that he has equipment available that 








cutting edge and corrode to some extent 
even if it is not used. If it is used, this will 
happen even faster unless it is maintained 
(cleaned and sharpened). The number of 
possible sharpenings is obviously limited by 
the width of the blade, but if this were all, 
the level-consumption theory would prevail. 


However, let us now consider the struc- 
ture of the blade. The blade’s width serves 
two purposes: First, it is a reserve area for 
future sharpenitgs and, second, it serves as 
a reinforcing area to support the pressure 
which is applied when the knife is used. 
Thus, while maintenance can restore the 
sharpness of the blade, it reduces its strength 
because after the sharpening there is less 
area to support the pressure. 


How does this affect value? Let us as- 
sume the owner of our hypothetical pocket 
knife purchased it to sharpen pencils, cut 
fruit, open jars, turn screws, etc. The fact 
that a knife is not designed for these latter 
uses does not prevent the knife’s owner 
from using the knife to perform these tasks 
or thinking of it when an occasion arises. 


At least a portion of the value to the 
owner of the knife lies in its ability to per- 
form many tasks. As the blade loses strength 
through sharpening, this ability is gradually 
lost. With each sharpening, the blade be- 
comes less useful, because as the blade loses 
the ability to withstand pressure, there are 
fewer tasks that can be accomplished with it. 


This is further compounded by the fact 
that the heat of successive sharpenings re- 
duces the temper of the blade, and the sharp- 
ening process must be repeated at more 
frequent intervals. Finally, each successive 
sharpening is more difficult than the one 
that preceded it. This is because of the con- 
struction of the knife blade. 


Knife blades are either wedge shaped or 
hollow ground. They are thicker at the 
back than they are at the cutting edge. This 
has a bearing on the analogy which is being 
presented. With each sharpening, it is nec- 
essary that more metal be ground away, 
because a thicker area must be ground to 


sharpness 


Further, a properly manufactured knife 
blade is tempered for hardness at the cut- 
ting edge so that the edge will retain its 
sharpness. However, hardness has its dis- 
advantages because when the blade is hard 
it is also more brittle. Therefore, the best 
knife blades are tempered for hardness at 
the cutting edge and softness at the rein- 
forcing edge, and these two tempers can be 
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achieved (within limits) on the one blade. 
The difference in temper is progressive and 
gradual, and there is no line of demarcation 
between the areas of hardness and the areas 
of softness. 


The successive sharpenings of the blade 
bring the cutting edge into softer and softer 
material, and the grinding requires more 
care because more material must be ground 
away. If this is done rapidly, more heat is 
generated, and even more temper is lost. 
The result is that each successive sharpen- 
ing must be done sooner, requires more care, 
takes longer and has less chance of achiev- 
ing the desirable degree of sharpness. Thus, 
as an asset ages, there are an increasing 
number of tasks for maintenance to perform 
in order to cancel out the effects of physical 
deterioration, and these tasks require more 
and more care. Also—and this is important 
—the performance of the tasks becomes in- 
creasingly costly. 

So far, we have considered only the 
blade of the knife. If the analogy were to 
be continued through a discussion of the 
effects of use on the portions of the handle 
that support the blade, and upon the handle 
itself, there would be a further development 
of the same story. It is obvious that main 
tenance increases with use in frequency, in 
quantity and in expense; also, the effects of 
use are progressive loss of usefulness (value) 
and more rapid deterioration. 

Similar analogies can be drawn for al- 
most any asset or almost any part of any 
asset, and this is true of those parts which 
are in action. This is true because the 
parts that are in motion and bear the bur- 
den of use are constructed to serve two 
purposes—to act and to support; while 
maintenance can restore the ability to act, 
it reduces the support. But there is no 
need to repeat the story. 

As the knife loses strength, usefulness 
is diminished, and this is a reducing balance 
process. If we can assume there were in- 
numerable extra tasks which could be ac- 
complished ‘when the knife was new, in any 
one period, the ability to accomplish a 
proportion of these tasks is lost and there 
are less remaining. In the next period a 
similar proportion is lost, etc. 


Theory of Usability 


As an asset becomes increasingly less use 
ful and maintenance costs mount, the asset 
approaches a point where it loses its use- 
fulness—either physically or financially. An 
asset becomes financially useless when all 
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of its costs of 


operation and ownership 
are greater than all of the costs of a repldce- 
ment. The word “all” was italicized be- 
cause all costs—maintenance, depreciation, 
productivity, etc.—must be compared. 


Physical uselessness is easy to illustrate. 
However, physical uselessness is a relative 
term. 


As an asset becomes increasingly less 
useful, it approaches a point where it loses 
its usefulness to its owner. However, it 
is entirely possible that it would still be 
useful to some other owner. For example, 
a machine that will no longer achieve ac- 
curacies of 1/1,000 of an inch is useless to 
an owner whio needs such accuracy, but is still 
usable by an owner who only needs accuracy 
of 1/100 of an inch, Thus, the criteria of 
usefulness is relative, and there is no fixed 
end of usefulness for the asset itself. There 
is only a standard of usefulness for an owner. 


At this point, we can reinterpret one ot 
the principal with which the 
straight-line method of depreciation is sup- 
ported. The theorists who support the 
straight-line method drawn strong 
comfort from the fact that as regards any 
one owner, an almost level 
usefulness until the point is reached where 
the asset is no longer useful. 


concepts 


have 
asset has an 


For example, 
a machine which will achieve accuracies of 
1/100,000 of an useful 
than one which will achieve accuracies of 
1/10,000 to an owner who only needs ac 
curacies of 1/1,000. 


inch is no more 


There is no question that the machines 
are equally useful over a long period. In- 
deed, one of the machines remains 
useful until the critical point is reached 
where it can no longer achieve accuracies 
of 1/1,000. To carry this thesis to an 
extreme: Where an accuracy of 1/1,000 
is needed, a machine is completely useful 
so long as it can achieve accuracies of that 
and it is completely useless the 
moment the accuracy is Thus, the 


each 


amount, 
less. 
change from complete usefulness to com- 
plete uselessness, as regards any one owner, 
is relatively instantaneous. 


ask: 
value when it 


“How 


does not 


[he straight-line theorists 


can an asset lose 


lose usefulness?” 

The tasks 
complished by any one asset becomes fewer 
take 
our aforementioned ma 


number of which can be ac- 


fewer as use and deterioration 


toll. While 


owner may not 


and 
their 
need to achieve ac- 
curacies greater than 1/1,000 of an inch, the 


chine 


Declining Balance 


fact that he has equipment available that 
will do this will influence his business 
decisions, that is, he may be induced to take 
on the performance of more accurate work 
during times of lessening demand for his 
normal production, Thus, potential useful- 
ness, and its progressive loss, should repre- 
sent a cost in the periods which pass. 


It is perhaps easier to visualize potential 
usefulness if we think of each possible use 
as representing a potential customer who 
would be willing to buy the machine or its 
possible product for a value depending 
upon its use. If, in turn, we relate these 
customers to our examples with balloons, 
it becomes easy to see how the loss of each 
possible use removes a customer and a 
portion of value and, thus, even though the 
machine is equally useful in any period, 
there is still a loss in value. 


The straight-line theorists also argue that 
since usefulness is equal in each period, 
period should bear a proportionate 
portion of cost. Perhaps we could all agree 
that the costs allocated to each period dur- 
ing an asset’s life should be relatively equal. 
However, if this is accepted, it is more 
reasonable to say that all of the costs of 
owning an asset should be allocated equally 
over its life. As was mentioned, there are 
other costs than depreciation. 


each 


Any sensible owner will retain the asset 
which costs the least to own (or yields the 
most profit). In analyzing costs of owner- 
ship, an owner will weigh everything, An 
asset is retired when the costs of owning 
it are greater than the costs of owning its 
replacement. This point is reached at the 
end of an life. Thus, the more 
rapid depreciation which the declining- 
balance method allows at the beginning of 
an asset’s life can only partially balance 
the rise in the costs of ownership toward 
the end of the asset's life. 


asset’s 


Another way of illustrating this is to 
imagine an owner who cannot afford to 
replace an outmoded machine. His 
are high because he cannot 
placement. Should they be 
because of an allocation of 
that should have been 
period? 


The straight-line method does not al- 
locate costs of ownership equally over an 
asset’s life. It does just the reverse. It 
results in the increased costs in later years. 


costs 
afford a re- 
even higher 
depreciation 
made in an 
The answer is obvious, 


earlier 


These increased costs include loss of pro- 
ductivity resulting from deterioration, loss 
of usefulness, loss of competitive advantage 
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(one of the factors of obsolescence) and the 
actual out-of-pocket expense of maintenance. 


Maintenance 

Maintenance is a growing cost, and it 
grows on an increasing balance. For ex- 
ample, assume that in the first period 


maintenance requires that several tasks be 
performed The probability is that these 
tasks will be repeated in each succeeding 
period; but, also, each succeeding period 
will see the addition of more tasks to this 


basic group. Thus, the quantity of main 
tenance will increase—or grow 

This growth approaches a limit, or maxi 
mum. The absolute maximum of mainten 
ance tor any one renovation 1s, of course, 
the cost to replace the asset itself How 
ever, im practice this maximum its only 


approached—it is not reached 


In general, an owner weighs the cost 
of maintenance against benefits to be de 
rived therefrom Allotting maintenance in 
this manner obviously means that some may 
be withheld, and this, of course, 18 one ol 
the reasons that use results in faster de- 
terioration his factor was illustrated in 
our examples by assuming the maintenance 
crew did what was easiest 


In weighing the cost of maintenance 
against benefits, an owner will consider 
at least three factors: (1) the productivity 
of the asset it would be unwise to increasé 
the costs of production for lack of main- 
tenance; (2) the value of the asset—it would 
be unwise to allow an exremely valuable 
asset to deteriorate regardless of production 
or use; and (3) the additional cost of a 
replacement for the asset—this latter factor 
is particularly important because usually 
replacements include improvements 


Thus, maintenance is budgeted in terms 
rt productivity, value and obsolescence 
The cost of maintenance is an important 
factor in appraising value. The higher the 
cost of maintenance, the more the temp 
tation to replace the asset or, conversely, 


the less valuable the asset is 


Therefore, while physical maintenance 
replaces many ot the effects of use, the fact 
that the cost of maintenance is constantly 
rising has a ‘tendency to lower value 


Obsolescence 
UW ‘ come 


could be the most important single factor 


at last. to obsol scence, which 


in depreciation. The march of invention 








is tireless, and improvement is a constant, 
continuing affair. This fact is not suf- 
ficiently appreciated, nor are the effects of 
obsolescence always properly evaluated 


Obsolescence is usually visualized as the 
result of a completely untoreseeable inven- 
tion or a change in buying habits. While 
this does happen, it is rare. Even then, a 
change from horse-drawn vehicles to auto- 
mobiles, from steam locomotives to diesel 
locomotives or, indeed, any one of the 
changes that have mechanized our existence 
in the past half-century, takes longer to 
operate than is usually appreciated, and 
affects asset values differently than might 
be expected. 


The change from horse-drawn vehicles to 
automobiles eliminated the market for an 
article which had been manufactured for 
many years. This change obliterated the 
value of designs and inventory. However, 
the equipment that the manufacturers used 
and the buildings that they occupied were 
still usable for other purposes. Steam lo- 
comotives are rarely manufactured today, 
but they are still in use, and so is the equip- 
ment with which they were manufactured 
Perhaps these assets are less valuable for 
other uses, but they still have value 


\ drastic change abruptly reduces the value 
of designs, know-how, good will and inventory 
but, except in very rare instances, the more 
tangible capital assets do not lose value 
suddenly. However, while tangible capital 
assets do not lose value suddenly, they do 
under normal conditions lose much more value 
gradually than is ever appreciated 


Manufacturers of capital goods, architects, 
and building contractors must continually 
improve their products and make use of 
the latest inventions, or lose their markets 
to those who do. Indeed, they must con 
tinually improve their products or they 
will have no markets at all, for well-main 
tained property and equipment deteriorates 
very slowly If it were not for the forces 
of competition, very little equipment would 
ever require replacement. Obsolescence 1s 
primarily a result of competition. 


This competition is twofold—competition 
among the producers of capital goods and 
competition among the users who most 
generally use equipment which is sufficiently 
productive to enable them to meet compe- 
tition. Any manufacturer must keep his 
costs low enough to be able to make a 
profit at the prices which his competitors 
will accept. To say it another way, manu- 
facturers must be alert to seize a chance 
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V 


to better their production methods; other 


wise they would soon be at a disadvantage 


The manufacturers of capital goods are 
continually 


meet 


exercising their ingenuity to 
competition. Any im- 
be -a changed bear- 
ing, a new gear, a slightly different alloy, 
et but even in a _ short these 
improvements add up. There is hardly a 
building machine that in 
that cannot be supplanted by an improved 
model. The continual relentless striving 
for improvement can be best visualized by 
the actor (the example of the balloons) 
working at a steady pace, spreading am- 
munition widely 


their single 


provement 


may small 


period 


or existence 


1s 


Every year every asset becomes less valu- 
able newer, improved and more 
efficient equipment has been produced. When 
a machine or a building is first produced, 
there may be thousands of to which 
be better put any other 
In even a few days, other assets 
built which will be more valuable 
of uses and, as the days 
pass, this process will inexorably continue 
[he example of the balloons is a perfect 
illustration of this process. 


because 


uses 


it can than can 


asset. 
be 


some 


may 


for these 


As uses are eliminated by competition, an 


asset will lose value. 


This is a declining 
balance and this fact should be 
fully recognizable by now. The loss in 
value is direct and financial, for—in most 
cases—a used late machine will have more 
be more efficient 
old machine. 


pt ocess, 


uses and 


than an unused 


Obsolescence is a result of competition, 
and obsolescence probably the 
ot 


is 


greatest 


cause loss in value 


Further Considerations 


The average values of a number of simi 


lar assets will 


follow the declining-balance 
curve very closely, but—as might be ex- 
pected—the values of individual items will 
often deviate. If the action which has been 
described were merely a the 
would have to dismissed as 
inconsequential. However, 


hypothesis, 
deviations be 


being there 


1S 
no need for such a dismissal. The descrip 


tions were sufficiently comprehensive to 


allow explanations for any deviations 


As examples of this, it would be expected 
that the value of 
consumed would 


an item which is being 


follow a “straight 


* For mathematicians, the chain-reaction curve 
is the segment of the curve y = 2 e* where 
l~>y 90. (e = 2.718.) 


Declining Balance 


line” 


downward 
which 
would 


and that the 
was not being properly maintained 
follow the chain-reaction 
However, in these circumstances, the “straight 
line” and the chain-reaction curve illustrate 
much more rapid loss of value than does 
the declining-balance curve Attention 
also invited to the fact that the 
line action that does exist is far 
the contemplated 
straight-line method 


value of asset 


an 


. 
curve, 


is 
straight 
faster than 


action the 


by artificial 

In individual cases, values do follow the 
straight line of consumption and the chain- 
reaction curve. This is additional proof of 
the validity of the description 


Most discussions of depreciation devote 
considerable time to a definition of value 
and to distinctions between different kinds 
of value. In this discussion, this has pur- 
posely been omitted, because the description 
which applies to any kind of 
value that is dissipated with age. 


Was £iven 


This is mentioned particularly because 
some individuals attribute the in 
value to the fact that the first loss 


is the dealers’ markup, and conclude that 
the balance of 


straight 


curves 
loss of 


the depreciation follows a 
While the of dealers’ 
markup and the costs of installation (and 


line loss 
removal) are losses which must be compen 
sated in the charge for depreciation, they 


are not the dissipation of value which has 
been des¢ ribed herein. 


the 
evidence—it 


From description—and from the 


that what might be 
termed retail values and wholesale values 
both follow the declining-balance curves 
Furthermore, for any one asset, both appear 
to follow proportionate curves. In other 
words, they both retain the same percent 
age relationship with each other, and this 
true also for any other kind of value 
which has practical application and might 
be considered in the calculation of the rate. 

The final 
In the discussion, it has been 
the actions which in value are 
many and However, maintenance 
has been assigned the special role of equal- 
izer, and it that 
maintenance the 


clear 


is 


is 


consideration is subtle. 


shown that 


more 
cause loss 
varied. 

has been 
could 


demonstrated 


cancel out any of 


effects of depreciation that acted faster than 
the others 
this is 


There is separate evidence that 
true 


It has been shown that if it were allowed 
do so, maintenance could be used to can 


to 








Decrtwine 
Barawee Cvave 


Comained 
Varves 


1°) Ime 


cel all of the effects of depreciation except 
obsolescence and its own cost. However, 
expenditure would be foolish. 


likely that an owner weighs 
the cost of item of maintenance and 
that he weizhs the expenditure in terms ot 
the value of the asset. In appraising the value 
owner 


such a large 


It is more 


Cat h 


ot an asset, an 


considers obsoles 


cence, productivity and prior deterioration, 
this that 


an ¢ qualize I 


and it is in process maintenance 


becomes 


In short, in allotting 


maintenance, the 
considered in total (not part by 
part), and maintenance is not allocated in 
a haphazard manner. This assumption is 
subject to proof, and the evidence indicates 
However, the proof requires a 


asset is 


that it is true 


discussion of some mathematical principles 


First of all, the declining-balance curves * 
are not just any curves that happen to be 
upward The 
curves have well-defined properties 
specific, they 


9 


concave declining-balance 


To be 
rate ot 


describe a constant 


change 


When the 
with 


values for two o1 
declining-balance rates are 
plotted as total, the 
more concave than the de 
curve 


more assets 
differing 


combined and one 


curve 1s aiWays 


clining-balance The resulting curve 
is not an average of the two; it is one that 
starts out at the curve with the higher rate, 
approaches the with the 

The curve with the higher rate 
will plot lower on a chart than the 
with the lower rate 


and then curve 


lower rate 


curve 


* Perhaps the plural should be used, for it 
is a family of curves rather than a single curve. 
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Come'inep 


ee 
Decteining Barawee 
Curves 


Time 


When the values for assets with differing 
rates are combined, the curve is always 
more concave, and this is true regardless of 
the rates or the starting values for the two 


assets 


The amount of extra concavity depends 
mainly on the difference in the rates, and 
as the rates approach equality, the curve of 
combined values approaches the declining- 
balance curve. 


With this principle as a background, it ts 
easy to use the evidence to establish that 
the assumptions regarding maintenance are 
correct. 


Most assets consist of a number of sepa 
rable components. For example, automobiles 
consist of tires, batteries, chassis, motors, 
etc. Each of these components, considered 
alone, could be shown to have a different 
rate of depreciation and yet, in 
when the curve for 
(of automobiles) is 


most in 
value 
examined, it is the 
declining-balance curve—it is not one that 
is more concave. 


This 
that the declining-balance curve is an avet 
age, for it is not. 


stances, loss in 


cannot be dismissed by assuming 
It is the extreme where 
the rates are equal. The could not 
be equal if it were not for the intervention 
of maintenance, and thus sound 
proof that the role assigned to maintenance 
is the correct one. 


rates 


there is 


While it is possible that instances will 
be found where values follow a curve that 
is more concave than the declining-balance 

” For mathematicians, the declining-balance 
curve(s) is the segment of the general ex- 
ponential curve y = e* where x<0 (that is, x 
is a negative value). 
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curve, it 
will be 


1s probable that such 


limited 


situations 
situ- 
land 
‘| he 
values for real properties can be materially 
changed by scarcity, whereas manufactured 


to real properties, or 
which are similar, where the 
and buildings are considered together 


ations 


equipment can be scarce only temporarily. 
All efforts to locate adequate evidence on 
this have failed, but this would be an inter- 
esting field for 
reasons. 


research, for a number of 


Accounting principles have long held that 
land does not Yet 
farmland neighborhoods 
that 


depreciate worn-out 
deteriorated 
are testimony to the fact 


entirely true. 


and 


this is not 


It is not possible to review all of the 


reasons here, but there is strong suspicion 
that, with rare exceptions, land and build- 
ings together will be found to depreciate at 
the same rate 


tions 


In all probability, the excep- 

exist will consist, in the 
main, of business properties where the land 
has a location value apart from the build 
ings. While this cannot be proved at this 


which do 


time, there is now, at least, a criteria for the 
evaluation of evidence. 


TRANSITION 
FROM THEORY TO METHOD 


For our purpose, the two most valuable 
characteristics of the process of 
value” are (1) that it takes place at a 
relatively constant rate and (2) that this is 
true for any “kind” of value. 


“losing 


Constant Rate 


It is perhaps the height of redundancy to 
that a 
remains the 


emphasiz¢ constant rate does not 


change It same throughout 
life, but this fact leads to 
most of the virtues of the 


method 


the asset’s entire 
declining-balan« e 


The rate need be determined only once, 
and it is usable over the entire life of the 
determined from the 


asset The rate is 


percentage remainder of an asset aiter a 
portion of the asset's life (that is, later value 
divided by value) and if there are 


doubts as to the accuracy of the rate, 


earlier 
any 
the doubts can be resolved by determination 
remainder after another 
portion of the asset’s life 


of the percentage 


This principle is When 
a c a b 
then 
b d ; d 


usually described 


, ad = be, etc. 


Declining Balance 


estimate the 
length of the asset’s life or its salvage value, 
tor the rate 


Thus, there is no need to 
remains constant 


to determine a 


It is as easy 
rate from the loss in value 
over a small portion of the asset's life as 


over a long portion, 


It follows that it is more accurate to de- 
termine the actual loss in value over a por- 
t.on of the asset’s life that has already passed 
than it is to estimate the probable loss of 
value in the future. While mathematics 
will demonstrate that the effect of error is 
progressively reduced as longer and longer 
periods are used, it is almost axiomatic that 
a fair measure is better than the most care- 


fully considered estimate 


Proportionate Values 


In most instances, the percentage relation- 
ship of wholesale values to retail values re 
mains fairly constant throughout the asset’s 
life In other words, new dealer markup is 
about the same as used dealer markup. This 
being true, it is easy to use the principles of 
proportion” to that the rate 
will be the regardless of the “kind” of 


value that is used for its computation. 


demonstrate 
Sane 


Thus, a rate may be computed on any 
“kind” of value, and the rate that is com- 
puted will be valid for any other “kind” of 
value! 


Predicting Future Values 


Once the rate is determined, it may be used 
to predict the asset’s value at some later time 
or it may be used to predict the length of time 
that will be required for the asset to reach 
some certain value, If the rate is deter- 
mined with reasonable care, predictions will 
be found to be accurate within reasonable 
limits, and any wide deviation may be ex- 
plained 

Also, if there is consistency in distinguish- 
ing between maintenance and capital ex 
penditures, etc., it should be possible to 
predict the relative cost of the maintenance 
that should be 
maintenance 


needed in the 
should 


future, for 
grow in proportion to 
the reserve tor depreciation (or in inverse 
proportion to loss of value). Without ques- 


tion, the information obtained from predic 


tions of future values can often be of great 
assistance in making business decisions. 





CONCLUSION 


It would not do to complete this paper 
without a word about income taxes. There 
is no need to review the law and the deci- 
sions, for this has been done very ably by 
Mr. Ned Fischer in the September, 1953 
issue of Taxes. There is a more funda 
mental problem which should be considered 


Depreciation has become a matter of tax 
policy rather than a subject of accounting 
and reason. Currently, the Service has an- 
nounced a “liberal policy”; tomorrow it 
may be “conservative.” Policy can change, 
and it is also subject to definition. What 
may appear to be “liberal” to the Service 
may actually be very “restrictive” from the 
standpoint of the taxpayer; this is the situa- 
tion at the moment. 


Depreciation has become a matter of tax 
policy because of the widely used straight- 
line method, which is artificial. Under these 
conditions, it is not surprising that deprecia- 
tion is the subject of policy and politics. 


The Service has little alternative but to 
formulate tax policy in areas where account- 
ing principles are unrealistic, and it is in 
the nature of things that “policy” should not 
favor the taxpayer. Logical accounting 
principles are insurance against unrealistic 
policy. The accounting profession must 
lead the way in the development of realistic 
and logical accounting principles. The de- 
clining-balance method will be a sound 
addition 


It should be recognized that the objective 
of depreciation is to allocate a proper portion 
of the asset's value to an accounting period or, 
conversely, to properly state remainder values 
at various times during the asset’s life. It is 
obvious that the second part of the state 
ment is the logical reciprocal of the first; 
yet the authorities have never recognized 
the interdependence of these twin objectives 
The declining-balance method will correct 


this [The End] 


APPENDIX 
Considerations in Use of Method 


In burying the straight-line method, we 
bury with it, unfortunately, the era of simple 
arithmetic. The declining-balance method 
requires the use of more advanced mathe- 
matics, although the mathematics are not 
so advanced as to be beyond the reach of 
accountants. (Calculations require tables, 
logarithms or a log-log slide rule. The 
latter is recommended.) 


For the purpose of this discussion, it is 
wise to distinguish between the basic rate 
and the computation rate. The basic rate 
is the rate of loss of value or of financial 
decay; the computation rate is the basic 
rate adjusted to allow an owner to recover 
extraneous costs in his depreciation charges. 
Extraneous costs include the difference be- 
tween purchasing and selling price levels 
(dealer markup) and the costs of installation 
and removal. Both rates are constant 


The basic rate can be determined from 
short-range estimates of loss in value, and 
is the rate that is used in the aforementioned 
predictions. The computation rate 


may be 
determined directly from the basic 


rate 


Calculating Basic Rate 


The basic rate is computed from two 
values for the asset at two different times 
during its life. The ratio of the two values 
(later value divided by earlier value) is 
termed the “percentage remainder” in 
Table I. The rate is calculated by finding 
the percentage remainder (or a close ap- 
proximation) in the column which is closest 
to the time interval between the two values 
—for example: If the value of an asset is 
64 per cent of the value two years earlier, 
the rate is 20 per cent. 

Table I is abridged. While it is possible to 
interpolate in Table I, it is preferable to calcu- 
late the rate by formula. The formula is: 


XMater value 


rate = 1l = ae 
earlier value 


where n is the number of periods (years) 
in the time interval between the two values 
Mathematical formulas are usually pre 


sented with symbols, and the above formula 
may be written 


1 -\ Win 
Vo 


-_ 
n 


Vn 
rel Yo 


Predictions of future values, or of the 
length of time to reach some certain value, 
may be made by reference to Table I, or 
they may be calculated from algebraic rear- 
rangements of the above formula. 
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TABLE | 


Relation of Value Ratio to Rate 


yr yr 
99.5% 99.0% 
99. 0% 98.0% 
98.5% 97.0% 
95 9% 
94.9% 
93.8% 
92.7% 
91.7% 
90.6% 
89.4% 80.0% 
94.0% 88.3% 78.0% 
93.4% 87.2% 76.0% 
92.7% 86.0% 74.0% 
92.1% 84.9% 72.0% 
91.5% 83.7% 70.0% 
90.8% 82.5% 68.0% 
90.1% 81.2% 66.0% 
89.4% 80.0% 64.0% 
88.7% 78.7°¢ 62.0% 
60.0% 
58.0% 
56.0% 
54.0% 
52.0% 


50.0% 


l yr 
98.0% 
96.0% 
94.0% 
92. 0% 
90.0% 
88.0% 
86.0% 
84.0% 
82.0% 


2 yrs 
96.0% 
92.2% 
88.4% 
84.6% 
81.0% 
77.4% 
74.0% 
70.6% 
67.2% 
64.0% 
60.8% 
57.8% 
54.8% 
51.8% 
49.0% 
46.2% 
43.6% 
41.0% 
38.4% 
36.0% 
33.6% 
31.4% 
29.2% 
27 OU 


25.0% 


97 9% 
97 4% 
96.9% 
96.3% 
95.8% 
95.2% 


94.5% 


~ ~J 
val 

a 9 
ak aN 


~—™ 
0 th < 
“ 
~ 


w> 
wn 

“ 

~ Ss ok 


ik 
/ 
5 
/ 
/ 


— rd 


~~ 
7 


~ 
= So 


A value at some 
found by the formula: 


Vn Vo (1 r)" 


the time to reach some certain future 
value is found by the formula 


log Vn . log Vo 


future time (Vn) is 


while 


log (1 r) 


Occasionally, it 1s 
a current value 


desirable to 
with an earlier value. 
a comparison is useful when the replace 
ment of an under 
The formula 


(Vo) is: 


compare 
Such 
asset is consideration 


finding an earlier value 


Vn 


tor 


Vo 
(1 


Selecting Values 
The 


accuracy 


of the rate depends upon 
the validity of 


the values that 
its computation. The two values should 
both be determined on the same market 
level (retail or wholesale), and the values 
should be either 
compensate tor 


are used in 


selected or adjusted to 


economic changes. 
There are any number of ways of select- 


ing the proper values One very good 


Declining Balance 


Percentage Remainder After: 


< Vrs 3 
94.1% 
R8.5% 
83.1% 
77.9% 
72.9% 
68.1% 
63.6% 


59.3% 


15 yrs 
73.9% 
54.2% 
39.5% 
28.7% 
20.6% 
14.7% 7.8% 
10.4¢ 1.9% 
7.3% 3.0% 
55.1% 5.1¢ 1.9% 
51.2% 32 3.5% 11% 
47.5% 28 8.3% 24% 7 
43.9% 25 1.6% 4% 
40.5% 22 1.1¢ De 
37.3% 19.3% d 7% 1% 
34.3% 16.8% > 8% 5% 
31.4% 14.5% 3% 
28.7% 12.5 
26.2% 10.7 
23.8% 9.2 


20 vrs 
66.9% 
44.2% 
29.0% 
18.9% 


12.2% 


oot 


Lx 


approach is to determine the two values from 
statistics similar to those the 
the text 


which 
were derived 


from 
illustrations in 


With this technique, the asset itself is 
ignored, and the going prices for two closely 
similar assets of different ages are used to 
compute the rate. The principal advantage 
of this method is that it gives full effect to 
the factor of obsolescence, which is rarely 
given sufficient consideration otherwise. The 
difficulty with this procedure is that little 
effect is given to the degree of maintenance 
of the asset. 


Another approach is to find the current 
(replacement) value of the asset, and to 
adjust the cost by means of a price index. 
This procedure accounts for both mainte 
nance and obsolescence. 


Asa fact, estimates of value 
are sufficiently accurate for determining the 
rates in most circumstances, so long as the 
aforementioned 
by the 


matter of 


principles are considered 


estimator 


Determining Computation Rate 


The suggested procedure for recovering 


dealer markup and installation charges re- 
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TABLE Il 


Adjusted Rates to Recover Extraneous Costs 
at 20% Recovery Point (P= 20%) 








Basic Percentage of Sale Value to Purchase Value (L) 
Rate VT, 80% 70% 60% 50% 10% 
2% 2.1% 2.3% 2.4% 2.6% 2.8% 3.1% 
1% 4.3% 4.5% 4.9% 5.2% 5.7% 6.2% 
6% 6.4% 6.8% 7.3% 7.8% 8.5% 9.3% 
R% 8.5% 91% 9.7% 10.4% 11.2% 12.3% 
LO% 10.7% 11.3% 12.1% 13.0% 14.0% 15.2% T 
12% 12.8% 13.5% 14.4% 15.5% 16.7% 18.2% 
14% 14.9% 15.8% 16.8% 18.0% 19.4% 21.1% 
16% 17.0% 18.0% 19.2% 20.5% 22.1% 23.9% a 
18% 19.1% 20.2% 21.5% 23.0% 24.7% 26.8% 
20% 21.2% 22.5% 23.8% 25.5% 27.3% 29.6% 
22% 23.3% 24.7% 26.2% 27 9% 29.9% 32.3% 
24% 25.5% 269% 285% 304% 32.5% 35.0% By 
26% 27.5% 29.1% 30.8% 32.8% 35.0% 37.7% 
Aa 29.0% 31.2% 33.0% 35.2% 37.5% 40.3% 
30% 31.7% 33.4% 35.3% 37.5% 39.9% 42.9% 
32% 33.8% 35.6% 37.6% 39.9% 42.4% 45.4% 
34% 35.9% 37.7% 39.8% 42.2% 44.8% 47.9% 
36% 38.0% 39.9% 42.0% 44.5% 47.2% 50.4% 
38% 40.0% 42.0% 44.2% 46.8% 49.5% 52.8% 
10% 42.1% 44.1% 46.4% 49.0% 51.8% 55.1% 
12% 44.2% 46.3% 48.6% 51.3% 54.1% 57.5% 
14% 46.2% 48.4% 50.7 % 53.5% 56.4% 59. 8% 
16% 48.3% 50.4% 52.8% 55.6% 58.6% 62.0% | 
18% 50.3% 52.5% 55.0% 57.8% 60.7% 64.2% 
50% 52.4% 54.6% 57.1% 60.0% 62.9% 66.3% 
(“gy 1,07 114 1,22 1,32 1.43 1.57) 
quires that they be recovered by the time the basic rate (r) to the computation rate F 
the asset value reached some certain per- (r’) is: : 
centage—for example, 20 per cent of the r’ 1—(1—r)s ' 
original value. ‘The recovery point should ee ; s , 
obviously be at or before the value at which where “g” is a factor from the table below 
an asset is normally replaced and, since The values of g are computed by the fol- | 
this is somewhat uncertain, the aforemen- lowing rather complex formula 
tioned 20 per cent is suggested, but only as log L + log P 
a miuntinium ga 
Table II shows the adjusted rates for log P 
various ratios of retail to wholesale values. In this formula, P is the recovery point 
It uses a recovery point of 20 per cent. and L is the ratio of wholesale to retail 
Table II is fairly complete. However, Value (wholesale divided by retail). 
there may be occasions where a different Accountants should be familiar with mark- 
recovery point, or more exact computations, up percentages in most industries. For this 
are desirable The formula for converting (Continued on page 531) 
Values of ‘'g’’ 
Recovery Percentage of Sale Value to Purchase Value (L) 
Point (P) 909% 80% 70% 60% 50% 40% 
10% 1.05 1.10 1.16 1.22 1.30 1.40 
20% 1.07 1.14 1.22 1.32 1.43 1.57 
30% 1.09 1.18 1.30 1.43 1.58 1.76 
40% 1.11 1.24 1.39 1.56 1.76 2.00 
50% 1.15 1.32 1.51 1.74 2.00 2.32 
60% 1,21 1.44 1.70 2.00 2.36 2.80 
518 July, 1955 © TAXES—The Tax Magazine 











The Author's Tables 
Illustrate a Simplified 
Method of Computation 


The Net Operating Loss Deduction 
as Applied to Corporations 


By RAYMOND E. GRAICHEN 


Mr. Graichen, a certified public 
accountant, is with 

Lybrand, Ross Bros. & Montgomery, 
Philadelphia. 


| phe 


s deduction, the basic 


determination of a net operating 
steps and the 


order in which they should be completed are: 


(1) Compute the net operating loss 
(2) Compute for each net operating loss 
a separate net operating loss carry-over o1 
carry-back to the taxable year for which a 
net operating loss deduction is being deter- 
mined 

(3) Total the 
net operating 
backs to the 


amounts of the separate 


loss 


carry-overs and carry 


taxable year 
(4) Under the 1939 Internal Revenue Code, 
the total 


Carry 


amount of the net operating loss 
backs is converted 
into a net operating loss deduction by mak 
ing certain prescribed adjustments. Under 
the 1954 Code, the h 


operating 


overs and carry 


total amount of the net 


loss carry-overs and carry-backs 


the net operating loss deduction, 


All of these steps are essentially mechani 
cal in nature, and may be accomplished by 
the schedules set forth hereinafter, subject 


to explanation which follows 


Net Operating Loss 


For the computation of a net operating 


loss for any taxable year beginning afte 


1941, attention is directed to Schedule A. 


In connection with the computation of a 


net operating loss for a taxable year ending 


Net Operating Loss Deduction 


after 1953, the following points should be 


borne in mind 


(1) A net operating loss carried back for 
excess profits tax purposes must be com- 
puted under the 1939 Code as though the 
1954 Code had never been enacted 

(2) For taxable beginning after 
1953 (and, to a limited extent, in the case of 


years 


taxable years beginning in 1953 and ending 
in 1954) the and divi 
dends-paid deduction limitations based on 
taxable income do not apply if the taxable 
year is a net 
lifting of the 
net operating 
whe re 


dividends-received 


operating loss year or if the 


limitations serves to create a 


This is an 


loss 


instance 
converted 
sometimes with 
Schedule A closely 


taxable incom« 
into a net 


may be 
loss, 


operating 


Follow 


relative ease 


Net Operating Loss Carry-Back 
or Carry-Over 


The taxable years to which a net operat 


ing loss may be 


carried forth in 
Schedule B, to which attention is directed 


are set 


The amount of a net operating loss is 
carried first to the earliest pre 


The 


may 


cribed carry 
of the net 
be carried 


back year amount operating 


which 


loss 


to another tax 
able year is the amount of the net operating 


loss reduced to not 


than zero by the 


less 
taxable income, if any, adjusted as required, 
“intervening” (An 
taxable 
year to which a net operating loss must first 
have 


for each taxable year 


“intervening” taxable year is any 


been carried before it can be carried to 


the taxable year for which a net operating 
loss deduction is being determined.) For 
this purpose, it should be noted that the 


nceome for a short taxable year is never 
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Schedule A—Net Operating Loss Computation—Corporations Only 


Nore: Work from completed return, Form 1120. 
1) Enter loss figure appearing on “net income” line of the return 
Enter loss or income figure appearing on “net income” line of the return (indicate income 
figure by brackets) 
Enter loss or income figure appearing on “taxable income” line of the return (indicate income 
figure by brackets) 


(2) Decrease loss or increase income by the following adjustments 


(a) Amount by which depletion deduction exceeds ordinary or so-called “cost depletion” 122(d)\ 
(b) Amount of wholly tax-exempt interest excluded from return reduced by the amount 


of nondeductible interest paid or accrued on indebtedness incurred to purchase or 
122(d)( 


122(d)( 


carry securities, the income from which is wholly tax exempt 
(c) Amount of any net operating loss deduction claimed 
1) Amount of deduction for partially tax-exempt interest 


(e) Amount of special deduction in the case of Western Hemisphere Trade Corporations 


Total of adjustments 


(3) Line 1 adjusted by line 2 


(4) Increase loss or decrease income by the following adjustments 
(a) Under certain circumstances, in the case of taxable years ending before July 1, 1950 
the amount of excess profits tax paid or accrued in the taxable year 


(b) (i) Dividends-received deductions as limited and deducted in the return 


(ii) 85% of dividends from taxable domestic corporations (not including dividends 
received on certain preferred stock of public utilities) (85% x $ —) 

(iii) 85% of a computed portion of dividends received on certain preferred stock o 
public utilities (85% x $————») 

(iv) 85% of a computed portion of dividends received from foreign corporations doing 
business in the United States (85% x $——) 





(c) (i) Dividends-paid deduction claimed in the return with respect to dividends pai 
on certain preferred stock of public utilities 


ii) Amount of dividends paid on certain preferred stock of public utilities ($-———— 


multiplied by the fraction eS 
sum of normal tax and surtax rates 


Potal of adjustments 
(5) Line 3 adjusted by line 4 (indicate income figure by brackets) 
(6) { Number of days in the taxable year prior to January 1, 1954 
(a) 4 Number of days in the taxable year after December 31, 1953 
| Total number of days in the taxable year 
(b) Line 5 multiplied by fraction on line 6(a) 
(c) Total or net of amounts on line 6(b) (indicate income figure by brackets) 


(7) Net operating loss: 


Amount of loss, if any, on line 5 
Amount of loss, if any, on line 6(c) 
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Applicable ( 


] ) Code 
me 
me 
122(d)(1) 
int 
or 
122(d)(2) 
122(d)(3) 
i) 
50 
122(d)(6) 
id 
rs) 
ing 
alc 





ode Section 


Beginning 
After 1941 
and Ending 


54 Code Before 1954 
X 
X 
xX 
172(d) (1) X 
172(d)(5) 
172(d)(5) 
x 
X 
X 


172(d) (6) 
and 246(b) 


243 


172(d)(6) 
and 247 


172(d) (6) 
and 247 


172(c) 


Net Operating Loss Deduction 


In Case of Taxable Y ear 


Beginning in 1953 and Ending in 1954 


Net Operating 
Loss Under 


Net Operating 
Loss Under 


1939 Code ] 1 Code 
X X 
X 
X 
X \ 
X x 
X \ 

X 

X 

X 

xX 

None Xx 

xX X 

xX 

X 

xX \ 

X \ 
Puasa 
X 


Beginning 
After 1953 


Mis) Mm 


(X) 


(X) 














annualized, and the short taxable year counts stock occurring after June 21, 1954, the tax- 
as one full year in determining the number payer may forfeit its net 


operating loss 
of remaining taxable years to which a net  carry-overs. These 


pomts are not herein 


operating loss may be carried elaborated upon. 


For computation of taxable income for ; : 
any intervening taxable year beginning after Net Operating Loss Deduction 
1941, attention is directed to Schedule C. 


The net operating loss deduction for any 
The following points should be borne in 


taxable year beginning after 1941 and be- 


mind fore 1954 is computed as follows 

(1) Regardless of the taxable year which (1) Total amount of the net op- 
gives rise to a net operating loss, a net erating loss carry-overs and 
operating loss may be carried back one year carry-backs to the taxable 
only tor excess profits tax purposes, as year 


though the 1954 Code had never been enacted. - (2) Deduct the following items 

(2) Under the 1954 Code, certain trans- 
actions occurring after June 21, 1954, may 
entitle a taxpayer to net operating loss 


of the taxable year 

(a) Amount by which the 
percentage depletion 
deduction exceeds or- 
dinary or so-called 
“cost” depletion 


carry-overs of a predecessor corporation. 
In addition, as a result of certain changes 
n ownership of the taxpayer’s outstanding 





Schedule 
Years to and Order in Which Net Operating 


(Section 122(b) of 1939 Code; 


lf the net operating loss is for a taxable year 
Beginning after 1941 and before 1948* 
Beginning after 1947 and before 1950 
Beginning after 1949 and ending before 1954 
Beginning in 1953 and ending in 1954: 
Net operating loss multiplied by fraction 


Number of days in taxable year preceding January 1, 1954 


Total number of days in taxable year 


Number of days in taxable year after December 31, 1953 


Total number of days in taxable year 
Beginning after 1953 


In the case of a corporation commencing 
business after 1945, a three-year carry-over (in 
addition to the preseribed carry-back) was 
allowable for a net operating loss in any taxable 
year beginning after 1946 and before 1948 

* No carry-back was allowable to a taxable 
year beginning before 1941. 
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(b) Amount of wholly tax- 
exempt interest re 
duced by the amount 
of nondeductible in- 
terest paid or incur- 
red to purchase or 
carry securities, the 
income from which 
is wholly tax exempt 


c) Amount of partially 


tax-exempt interest 


(dl) Amount of dividends- 
received credit (any 
limitation thereof be- 
ing based on income 
before the net oper- 
ating loss deduction 
in the case of taxable 
years ending after 
1949, and on income 


alter the net operat 
ing loss deduction in 
the case of taxable 
years ending before 
1950) 


Total of items (a), 
(b), (c) and (d) 


(3) Net operating loss deduction, 
if any, under Section 122 
(c) of the 1939 Code (line 
l reduced to not less 
than zero by line 2) 


The net operating loss deduction for any 
taxable year beginning after 1953 ts the total 
amount of the net operating loss carry-overs 
and carry-backs to the taxable year (Sec- 
tion 172(a) of the 1954 Code) No conver 
sion adjustments are required 





Se 






Section 172(b) of 1954 Code) 


Total 
Number 
of 
Carry- 
Number of Back 
Taxable and 
Years of Carry Preceding 
Carry- Carry- Over Taxable Years 
Back Over Years rd Ist 
a* > { 1 ? 
3 . l 2 
5 6 ] 
5 6 ] 
5 7 l 2 
) 7 l 2 


Net Operating Loss Deduction 


Loss May Be Carried Back and Carried Over 


Order in Which Net Operating Loss Must Be Carried 


Succeeding Taxable Years 


td ‘th sth 
4 5 6 
4 5 6 
5 6 7 
5 6 7 
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Schedule C—Computation of Taxable Income for Intervening Taxable Years— 


Notre: Work from return, Form 1120—or revenue agent’s report if there has been an examination 


ot the return 


(1) Enter income or loss figure appearing on the “net income” line of the return or revenue agent’s 
report (indicate a loss figure by brackets) 
Enter income or loss figure appearing on the “taxable income” line of the return or revenue 
agent’s report (indicate a loss figure by brackets) 


(2) Increase income or decrease loss by the following adjustments: 
(a) Amount by which the depletion deduction exceeds ordinary or so-called “cost” depletion 


(b) Amount of wholly tax-exempt interest excluded from the return reduced by the amount 
of nondeductible interest paid or incurred to purchase or carry securities, the income 
from which is wholly tax exempt 


(c) Amount of any net operating loss deduction claimed or allowed 


(d) Amount of deduction for partially tax-exempt interest 


(e) Amount of special deduction in the case of Western Hemisphere Trade Corporations 


({) Amount of charitable contributions deduction 
Total of adjustments 
(3) Line 1 adjusted by line 2 (indicate a loss figure by brackets) 


(4) Decrease income or increase loss by the following adjustments 
(a) Under certain circumstances, in the case of taxable years ending before July 1, 1950, 
the amount of excess profits tax paid or accrued in the taxable year 
(b) Total amount of all net operating loss carry-overs and carry-backs to the taxable year 
from all net operating loss years preceding the net operating loss year from which a 
carry-back or carry-over is now being determined 
Total of adjustments 
(5) Line 3 adjusted by line 4 (if there is no income, enter zero) 


(6) Total amount of charitable contributions, but not in excess of 5% of line 5, taxable income 


(7) Income of intervening taxable year, line 5, reduced by the amount, if any, on line 6 


AFTER DEATH WHO OWNS THE E BOND? 





While the savings bond is easy to fornia, Michigan, New York, Oregon 
buy, either at your bank or through and Washington, this conflict gave 
a payroll deduction plan at your em- way to the passage of statutes deter- 
ployer’s, the possession and ownership mining the issue in favor of the named 
of these bonds can present some pretty beneficiary or co-owner of the bonds. 
neat legal problems not easy to solve. 


This statute is as follows: “Where 
When these bonds began to turn up 


any United States savings bond, either 
heretofore or hereafter issued, is pay 
able to a designated person, whether 
as owner, co-owner or beneficiary, 
and such bond is not transferable, the 
right of such person to receive pay- 
ment of such bond according to its 
while others decided in favor of the terms, and the ownership of the money 
purchaser’s estate. Notably, in Cali- so received shall not be defeated or 
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in estates, a conflict arose among the 
courts of several states over the prob- 
lem of ownership. Some state courts 
decided the problem in favor of the 
government regulation governing the 
issuance and ownership of the bonds, 








1939 Code 


Corporations Only 


Applicable Code Section 


1954 Code 


122(d)(1) 


122(d) (2) 


122(b) 172(b)(2)(B) 
172(d)(5) 
172(d)(5) 

Regulations 

122(d) (6) 

122(b) 172(b) (2) (B) 

Regulations 

122(b) 172(b) 


In Case of Intervening Taxable Year 


Beginning After 
1941 and Ending 


Beginning in 
1953 and Ending 





Beginning 
After 1953 


AKA 


RR RR TTT LS LT RY SRR AA Pn 


Net Operating Loss Deduction 


impaired by any statute or rule of 
law governing the transfer of prop 
erty by will or gift or an intestacy.’ 
Even lacking legislation a number 
other state courts 
in 


’ 


ot 
decisions 


are rendering 
with the above 
The general status, then, is 
that upon the death of the registered 
owner, the designated beneficiary or 
entitled to the 
bonds as owner, state law to the con 
trary notwithstanding. 


accord 
statute. 


co-owner becomes 


The theory behind this legislation 
and the holdings of the court in ac 


cord with it is that the federal gov 


Before 1954 in 1954 
xX X 
X X 
X X 
X x 
Xx X 
xX X 
x x 
xX 
xX X 
X X 
X X 
x z 
x pes 

ernment in the exercise of its power 


to borrow money through the sale of 
war bonds is not subject to the law of 
states governing the disposition and 
distribution of property of deceased 
persons. Even where the original put 
chaser of bonds provides by will for 
the bequest of choses in action to a 
person other than the named 
owner, the co-owner is entitled to the 


co 


bonds because they are payable ac 
cording to the terms and the rules 
and regulations of the Treasury D« 


partment 
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The author is director of foreign 
corporation income taxes, Department 
of Revenue, State of Georgia. He 
delivered this address at a meeting 

of the Atlanta Tax Club on May 12. 


OTWITHSTANDING the accusations 
from some quarters that uniformity is 
which I am afflicted, I 
dare to discuss it again—not because of any 
the but the 
inexcusable waste of economic values under 
the present method of apportionment. 


an obsession with 


successes of past, because of 
Eco- 
nomic problems are not solved by magic, 
and worth-while reforms do not find easy 
acceptance, This subject, being controver- 
nature, demands persistent and de- 
However, the values to be 
uniformity are worthy of the 
and the dawn of accomplishment, 
which is brighter—though perhaps yet dis- 
tant 


sial in 
termined effort. 
salvaged by 
hire, 


lends encouragement to the struggle. 


If I had no other reason but experience, 
I am prepared to say that the achievement 
easy. If it had been 
easy, it would not now be a problem. The 
tradition of thought to be right 
merely because they have long existed has 
dethroned reason and has formed a line of 
But the need 
for uniformity under present conditions and 


ot untiormity 1s not 


things 


resistance to needed reforms, 


the labor required to achieve it present a 
challenge to those with enough foresight 
to see the harvest and to those who dare 


to sow the seed of drastic change, however 


little, beyond faith, the assurance that they 
will ever live to see it fruit. I doubt that a 
cause that is not worth the effort for its 
right alone is worth much if one lives to 
see it fruit. Of this one thing I am sure: 
He who has seen the inexcusable costs of 
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Uniformity in the 
Its Need and 


compliance and administration; the needless 
waste of time, effort and money; and the 
gross inequities and injustices of the present 
methods of apportionment, and is not chal- 
lenged to do something about it, 
loused man, indeed. 


is a cal- 


How the states became involved in such 
a mess, why they have so long remained 


there, and by what method they might 
surely emerge from it are questions to 
which I offer what I believe to be reason- 


able answers. In so doing, I wish to empha- 
size that my remarks, unless otherwise 
indicated, are entirely my own opinions and 
conclusions, and in no way attempt to re- 
flect the thoughts of the state revenue com 
missioner or the department of revenue as 
a whole, although they may concur. 


The formulas presently employed by the 
various states for the apportionment of mul- 
tistate income, generally speaking, were en 
acted by state legislatures for revenue purposes 
only, and without any thought to uniformity 
with the laws of other states. Factors of 
formulas, and the component parts thereof, 
have been weighted to meet the local inter 
ests peculiar to the state and with no inter 
state cooperation in view. This has resulted 
in many inequities, some of gross propor 
tions. In the enactment of apportionment 
laws, too much regard has been given to 
the need for revenue and not enough to 
the welfare of the taxpayer, too much to cir- 
cumventing court decisions by legislative 
gymnastics and not enough to the clear in- 
tent of the Constitution 


connection, it 
administrators 


In this may be observed 
that are not without 
blame. They have pursued the safer policy 
of confining their efforts at reform to that 
of administration rather than committing 
political suicide in the advocacy of statutory 
reforms. Such a policy not only is short 
sighted, but denies to legislators a most 


tax 
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valuable source of and to the 


Fear is a 
foe, and not an agency for the healing of 
our economic ills. 


information 
people the fruits of experience. 


In an article published in the February, 
1953 issue of The Controller, 1 referred to 
some of the conflicts in the apportionment 
formulas as presently employed by the states 
and the differential in values or weights 
parts of factors of 
I pointed out the conflicts 
receipts 


assigned to component 
these formulas. 


in the 


sales o1 factors as follows 


“There are 9 jurisdictions in which th« 
where the 
controlling 


place sale is negotiated is th« 
element as to where the sale is 
allocable, and in 11 others it is a component 
part. In these 20 jurisdictions there are 18 
different definitions of a sale and as many 
different values assigned for its weight in 
the formula. 


“There are 5 states in which the location 
of the property at the time of sale may be 


a component element of a sale, no two of 


which are assigned the same value. In 2 
states the ‘acceptance of order’ is the con 
trolling element of a sale and in 8 others 


it is a component part with varying values 
assigned for its weight in the factor. In 6 
states ‘negotiating personnel’ is an impor 
tant element of a sale; in 8, ‘delivery place’; 
and in 5 ‘origin of shipment’. In 8 states 
there are as other 


many component ele 


ments of a sale, no two of which are alike 


or of the same value.” 


Such conflicts are of concern to the tax 
should be to the states. They 
are costly for the taxpayers and the states- 
particularly the 


payers and 


taxpayer, who as a re 
sult pays the entire burden of complianc« 


and administration. 


incurred in 
complying with the various state laws under 


For estimates of the 


costs 


the present apportionment methods and of 


Uniformity 


Apportionment of Multistate Income: 


the Proper Method of Achievement 


would be 
regardless of 


what those 


formula, 


under a uniform 
what that formula 
might be and without any implied reduction 
in tax yields, I refer you to Chapter VI of 
the April, 1954 report made by 
Albert H. Cohen, of the University of Mich- 
igan, and published by 


research 


the Controllership 
Foundation Inc. The report is illuminating, 
and is an excellent treatise on the problems 
of apportionment with which the American 
taxpayer is constantly confronted. It aptly 
diagnoses the case and prescribes the rem- 
edy, but makes no pretense to furnish the 
means by which it might be obtained 


Estimates were sought from all corpora 
tions represented in the Controllers Insti- 
tute. Of those reporting potential or real 
conflicts in apportionment compliance, large 
groups of companies estimated the savings 
which would accrue to them by use of a 
uniform formula at from 50 per cent to 59 
per cent, and larger groups estimated them 
at 20 per cent to 29 per cent. Some esti- 
mated savings at above 90 per cent. 


It cannot be successfully denied that the 
savings to be effected by uniformity and by 
simplification in filing requirements are stu 
pendous. Both the states and the taxpayers 
would participate in the savings; their inter 


The 


administration and also capture for taxation 


est 1s complementary. states Save in 
the taxpayer’s savings, otherwise deducted 
The 
taxpayer's savings are effected by the elimi 
nation of multiple 


which are 


from income as a cost of compliance. 


records, of the many 


items necessary to compile and 
and of the reduction 


of multiple man-hours of competent person 


suc h rec ords, 


store 


nel—all of which are expensive. To decrease 


the cost of compliance and administration 
is proportionately to 


and the tax yield. 


increase net income 


Under present methods of apportionment, 
some taxpayers are required to pay taxes 
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on more than 100 per cent of their income, 
the 


or on same income in two or more 
states. Such a program is basically wrong, 
and to continue it is inexcusable. Equally 


objectionable is the opportunity the pro- 
gram affords some taxpayers of escaping 
taxation altogether at the state level or 
of reducing the tax load to an inconsequen- 
tial minimum—all out of proportion to what 
other corporate called 
to bear. 


taxpayers are upon 

Even opponents of uniformity admit to 
potential savings by its use. The opponents 
are chiefly tax administrators whose argu- 
ments betray selfish interests. The 
formulas they now employ are weighted 
in their favor and they do not want to sur- 
render income for taxation which would be, 
by rules of right and equity, apportioned 
elsewhere. It is economically wrong—to 
say nothing of the lack of legislative integrity 
—for a formula purposefully to be designed 
to reflect more income to a state for taxa- 
tion than is reasonably attributable to sources, 
property and business activities within 
the 


their 


state. 


While the formula method of apportion- 
ment is not an exact science and we have 
to be content with something less than 
perfect, there is no economic reason for 
states’ accepting less than its nearest known 
approach, 


Much more could be added concerning 
the faults of the present system and the 
failures to correct them at the administra- 
tive level or by means of interstate coopera- 
tion. But we must not overlook a branch 
of federalism, with both power and 
opportunity to chart a course of certainty 
for states to follow, but which instead, by 
its decisions and dissents, has contributed 


our 


much to our having remained so long in a 
state of uncertainty and confusion. 


The Supreme Court of the United States 
has never sufficiently defined, to satisfy both 
taxpayers and tax administrators, what is 
exclusively interstate commerce for the pur- 
pose of immunity from state income taxa- 
tion. What appears to be a clear definition 
to one is rejected by another. A definite 
principle for determination has been projected 
by the Court, only to have it cast aside 
by a change in the personnel of the Court. 


The Supreme Court of the 

United States has never sufficiently 
defined, to satisfy both taxpayers 
and tax administrators, 

what is exclusively interstate 
commerce for the purpose of 
immunity from state income taxation. 




















































In the United States Glue Company case,’ 
the Court held that a tax upon the net 
profits from interstate commerce is not pro- 
hibited by the federal Constitution, if there 
is no discrimination against such commerce, 
either in the admeasurement of the tax or 
in the means adopted for enforcing it. How- 
ever, a tax upon the privilege of doing the 
business is forbidden. 


In the case of Nelson v. Sears, Roebuck & 
Company, the Supreme Court held that in- 
terstate commerce is no more affected by a 
tax on net profit from activities in such 
commerce than by a tax on property used 
in the commerce, and the commerce clause 
is not violated unless there is proof that the 
tax is discriminatory in its application. 


In Freeman v. Hewitt; the Dilworth case* 
and the Spector case,® the Court held that 
interstate commerce could be made to pay 


its way where the proper constitutional 
channel is adopted for imposing the tax. 
Each of these cases was stricken down 


without the offer of a guiding light to a 
proper constitutional channel. 


In the case of Memphis Natural Gas Com 
pany v. Beeler,’ the Supreme Court held that 
even though a taxpayer’s business were 
wholly interstate commerce, a nondiscrimi- 
natory tax upon the net income of a foreign 
corporation derived from within the state is 
not prohibited by the commerce clause. 


There are the /nternational Shoe Company 
case* and the West Publishing Company 
case,” which hold to equally strong positions 
that the power to tax in the 
states and has not been delegated exclu- 
sively to Congress, except as touching regu- 
lations and discrimination. 


is inherent 


From the decisions in these cases, it ap- 
pears clear that the incidence of the tax 





1 United States Glue Company v. Town of Oak 
Creek, 1 strc { 245, 247 U. S. 321. 

21 strc § 563, 312 U. S. 359 

42 stc § 200-019, 329 U. S. 249. 


* McLeod v. J. EB. Dilworth Company, 1 sr 
{ 538, 322 U. S. 327. 

5 Spector Motor Service v. O'Connor, 2 src 
7 200-044, 340 U. S. 602. 
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*1 src { 249, 315 U. S. 649. 

™ International Shoe Company v 
2 stc § 200-009, 326 U. S. 310. 

* West Publishing Company v. McColgan, 27 
Cal. (2d) 705, 166 Pac. (2d) 861, aff'd, 328 U. S 
$23. 
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provides the answer as to whether a state 
can impose a tax upon exclusively interstate 
But many taxpayers will not 
They completely ignore the 
fact of incidence, and cite the Norton case,’ 
which held: 


commerce. 
have it so. 


“Where a corporation chooses to stay at 
home in all respects except to send abroad 
advertising or drummers to solicit orders 
which are sent directly to the home office 
for acceptance, filling and delivery back to 
the buyer, it is obvious that the state of the 
buyer has no local grip on the seller.” 


The decision went on further to hold that 
where a seller approaches the market in 
out-of-state areas through solicitors only, it 
is entitled to the immunity of interstate 
commerce as out in the Dilworth case. 
The decision in the Dilworth case had held 
in effect that i 


set 


a foreign corporation is im- 


mune from a state tax unless some local 
incident occurs within the state sufficient 
to bring the transaction within its taxing 


power. Taxpayers cite the 1954 Pennsyl- 
vania Supreme Court decision in Roy Stone ® 
and the United States Sunreme Court deci- 
sions in Nippert™ and Miller Brothers” as 
upholding this principle. The chief fault to 
be found with the pronouncement is the 
unanswered $64 question of when, where 
and by whom the sufficiency of the local 
incident is to be determined. Will it not be 
when the state and the taxpayer have fought 
a legal battle all the way to the United 
States Supreme Court—at an expense many 
taxpayers cannot afford to bear and 
that the state should not be compelled to 
bear—only to have the Court render a con- 
trary decision in a case almost identical but 
with some nice distinction? 


one 


me the line of 


federal 


It seems to demarcation 
between the and state powers to 
tax and the distinctions to be expected in 
legal niceties were fully met in the Dilworth 
and the General Trading Company 
The line narrow, but nonethe- 
less distinct, and none the worse for being 
narrow. One tax fell; the other stood. The 
incidence of the tax provided the answer in 
each. They were different in conception and 
different as to incidence, and the fine inter- 
lacings of two distinct 


case 


case.” was 


legislative authorities 
within our federalism justified themselves 
on different constitutional grounds without 
contradiction each to the other. 


* Norton Company v. Department of Revenue, 
2 src § 200-043, 340 U. S. 534. 

” Roy Stone Transfer Corporation v. Messner, 
3 stc { 250-255, 103 Atl. (2d) 700. 

™% Nippert wv. City of Richmond, 2 stc 200-011, 
327 U. S. 416 
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The author believes that the 
difference of a divided Court in the 
Spector case over the weight to be 
given ‘‘labels’’ and ‘‘purely verbal 
standards"’ is significant, 

and may indicate a shift, by a mere 
change of Court personnel, from 

the principle of 

incidence to that of equity. 


But the taxpayers will not have it thus. 
They, overlooking or completely ignoring 
the incidence of the tax, interpret paragraph 
7 of the Spector decision as holding that, so 
far as interstate commerce is concerned, the 
constitutional measured 
by net income persists “no matter how fairly 
it is apportioned to business done in the 
state.” They further contend that footnote 
6 of this decision repudiated the dictum 
already referred to in Memphis Natural Gas 
Company v. Beeler 


infirmity of a tax 


Frankly, I think the difference of a divided 
Court in the Spector case over the weight 
to be given “labels” and “purely verbal 
standards” is significant, and may indicate 
a shift, by a mere change of Court person- 
nel, from the principle of incidence to that 
of equity. I do not believe that the states 
ever intended, by the adoption of the com- 
merce the Constitution, to give 
commerce an advantage over 
intrastate commerce, but rather to prevent 
its being put to a disadvantage. 


clause of 
interstate 


The Supreme 
Court as presently constituted, by adopting 
the label not 
so held. 


incidence or principle, has 


While the Court in recent years has shifted 
from one principle to another, and deter- 
mined nothing permanently, the cost of the 
confusion has pyramided. The taxpayer has 
continued to bear an unnecessary expense 
of millions of dollars, the total extent of 
which is mathematically impossible to de- 
termine, in compliance with and administra- 
tion of the various state laws which a more 
would 


sensible prohibited. 


The unnecessary expenditure of large sums 


approach have 


channeled, by 
into 


of money which could be 
administration, 


constructive uses, is an economic sin. 


sane legislation and 


% Miller Brothers Company v. Maryland, 3 st 
{ 200-111, 347 U. S. 340. 

% General Trading Company v. State Tax Com- 
mission, 1 stc § 564, 322 U. 8. 335 
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But how are we to prevent this needless 
waste of time, effort and money? Conclu- 
sions by competent men are different as to 
the “how” but not as to the necessity. 
Thoughtful men have studied and planned 
and worked for the last 35 years to bring 
about an acceptable solution by interstate 
cooperation. The record is one of failure. 
There is not, within the foreseeable future, 
any promise of effective uniformity by in- 
terstate cooperation alone. 

It is the natural tendency of interstate 
cooperation to move slowly, if at all. It has 
ever been so. The record of the past 35 
years confirms it. The time element alone 
renders impracticable the approach to a 
solution by this means, so urgent is the 
necessity. It is too striking a parallel to 
that of the doctors conferring while the 
patient dies. 


The selfish interests of the individual 
states offer no comfort for obtaining uni- 
formity and the record of the Supreme 
Court merely adds to the confusion. We 
must look for a different approach. 


While I am not an advocate of a central- 
ized federal government and do not here 
suggest approval of such, I am of the opin- 
ion, for reasons I shall mention, that an 
approach to a solution should be made 
jointly by Congress and the states. Unless 
the states join Congress in an approach to 
a solution of the problem, there remains 
only the most objectionable alternative, in- 
dependent Congressional action, for which 
there is some authority and plenty of precedent 


One reason for joint action by the states 
and Congress is an inescapable provision of 


the United States Constitution. For reasons 
perhaps far removed from these touching uni- 
formity of apportionment, but none the 
more impelling, there is incorporated in the 
United States Constitution * a prohibition 
against states entering into a compact without 
the consent of Congress. While it can hardly 
be imagined that Congress would refuse to 
give its consent to the favorable solution 
of a problem of such astronomical propor- 
tions, still the provisions of the Constitution 
must be respected—a provision the states 
approved by the adoption of the Constitu- 
tion. Thus, if the states could and would 
enter into a compact of uniform apportion- 
ment through the medium of interstate 
cooperation, the consent of Congress must 
still be obtained for its use. 


There are some who advocate the prac- 
tice of uniformity by mutual agreement 
between the states without the form of a 
compact as envisioned in the Constitution, 
and which agreement would not require the 
consent of Congress. It is my opinion that 
without a compact with Congressional ap- 
proval, a formula agreed to by the states 
would be as difficult to enforce as to achieve 


The lack of uniformity is a problem of 
national interest, and a solution to the prob- 
lem is of no less magnitude. The economic 
growth and prosperity of the states is a 
concern of Congress. That which affects 
adversely the economy of the states cannot 
but in some degree affect adversely the 
national economy. The millions of dollars 
literally wasted on overlapping and conflict- 
ing laws of apportionment cannot but have 
an adverse impact upon the nation’s econ- 
omy and the business of interstate tax- 
payers. The problem is one of state and 
national interest. 

Furthermore, there is an involvement in 
the problem with which only Congress—not 
the Supreme Court—can effectively deal 
that of the states taxing exclusively inter- 
state commerce. In the Dilworth case,” the 
Court said: 


“Once it is recognized, as it long has 
been by this Court, that federal and state 
taxation do not move within wholly differ- 
ent orbits, that there are points of inter- 
section between the powers of the two 
governments, and that there are transac- 
tions of what colloquially may be deemed 
a single process across state lines which 
may yet be taxed by the State of their 
occurrence, ‘nice distinctions are to be ex- 
pected’ 7 





“™ United States Constitution, Art. I, Sec. 10, 
par. 3 


% Cited at footnote 4. 
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The millions of dollars literally 
wasted on overlapping and conflicting 
laws of apportionment cannot but 
have an adverse impact upon the 
nation’s economy and the business 

of interstate taxpayers. 

The problem is one of state and 
national interest. 


“Nice distinctions are to be expected.” 
One tax stands and another falls not be- 
cause of economic consequences, but because 
of “nice distinctions”—labels, if you please. 
It makes little economic sense for a cor- 
poration doing some intrastate business to 
pay taxes for the state benefits enjoyed, 
while a competing foreign corporation doing 
an exclusively interstate business and hav- 
ing more extensive activities and more sub- 
stantial profits from within the state, because 
of “nice distinctions” goes scot free. 

The commerce clause was adopted by the 
states for the protection of the economic 
life of our nation and not for the purpose 
of its crucifixion. But the decisions of the 
court have made so many nice distinctions 
and clothed it with such veneration as to 
make it a millstone about the neck of eco- 
nomic progress. There is nothing more 
spiritual about interstate commerce than 
about intrastate commerce, and no nice dis- 
tinctions should be made for the purpose 
of a state tax on the profit therefrom 
Interstate commerce receives adequate pro 
tection, and that is all that was ever in- 


THE CASE FOR THE DECLINING 
Continued from page 518 


reason, the ratio of wholesale values to 
retail value (L) should not be difficult. 


It is possible to determine computation 
rates directly from an early-purchase value 
and a later-selling value without first deter- 
mining a basic rate. However, such rates 
are not valid except when determined on 
long-range estimates, that is, cost and sal- 
vage value. 


Some Final Words 


In practice, it is not wise to combine 
values of dissimilar assets for rate-calcu- 
lation purposes unless it is certain the rates 
will be approximately equal. However, 
once the rates are calculated, it is entirely 


Uniformity 


tended by the commerce clause, when state 
levies are fairly apportioned and nondis- 
criminatory. Any formula which apportions 
to a state for taxation the net economic bene- 
fits, reduced to net income, furnished by the 
state is not in conflict with the original 
intent and purpose of the commerce clause, 
whether or not the income is wholly of an 
interstate character. The states should 
adopt and Congress should approve formulas 
to this end, and say in no uncertain terms 
that exclusively interstate income is not im- 
mune from state taxation, so long as the 
income is apportioned on the basis of the 
adopted. formulas, and the tax is non- 
discriminatorily imposed. 


In the absence of such a compact, and 
until one is adopted, Congress, by exercis- 
ing its power under the commerce clause, 
could prohibit the imposition of a tax on 
net income from interstate business, the 
incidence of which is not net income. In 
other words, a tax should not be measured 
by interstate income if the incidence of the. 
tax is not directly on the net profit there- 
from. Such an act by Congress would hasten 
the adoption of a uniform pact or force priv- 
ilege taxes to adopt a different measure. 

Wisdom, of which this nation has no 
shortage, is sufficiently capable of devising 
formulas, suitable to each particular type 
of business, which will fairly apportion in- 
come, regardless of incidence, if employed 
by all of the taxing jurisdictions at the 
state level. The difficulty in achieving uni- 
formity is not the lack of a reasonable 
formula, but the lack of a proper approach 


to its adoption. [The End] 


BALANCE— 


feasible to combine assets by rate (regard- 
less of age) in the accounts. This proce- 
dure will save clerical effort, and when an 
asset is retired the reserve for depreciation 
for the asset may be determined by formula: 
D Vo [1 r’)"]. In other words, 
it is not necessary to keep fixed-asset 
accounts item by item, 

Finally, there are many more possible 
applications and extensions of the method 
than have been given here. (The author will 
furnish to all who are interested mathemati- 
cal notes which supplement this article.) 
Furthermore, all of the possibilities have not 
as yet been discovered. The future explora 
tion of the declining-balance method ‘should 
be fruitful indeed, 
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Sprinkling Is Extremely Flexible 


and Useful Income Taxwise, and Paves the 


Way for Reducing Estate Taxes 


How to Use Sprinkling Trusts 


This material is a chapter from 
Estate Tax Techniques, and is reprinted 

with permission of the book's 
publisher, Matthew Bender & Company. 
W HEN the informed businessman ships 
merchandise or insures it, rents a loft, 
or signs a note at his bank, he understands 
that there are many points that have to be 
taken into consideration, and is reconciled 
to the fact that the bill of lading, policy, 
lease or collateral 
be, cannot be a simple 
Yet when it comes to a trust 
the most important 
will, he often insists 


simple.’ Such a 
that he is 


note, as the 
short, 


case may 
document. 
indenture or 
document of all, his 
that it be 
man should be informed 
doing his wife and children a 
disservice for the reason that he is denying 
them the many benefits that careful draft- 
ing of trusts could bestow. 


short and 


One of these benefits is income tax sav- 
ing. It is the sprinkling trust that is best 
designed to yield that benefit. 


DEFINITION AND FORMS 


freely to sprinkle the income about 
among any beneficiaries he may select (as 


“ 


‘As to the many shortcomings of 
called short and simple will, see the report of 
the Committee on Draftsmanship: Wills and 
Trusts, of the American Bar Association, at 92 
Trusts and Estates 746, and following (1953); 
Kiley, ‘‘Man Disposes—The Plan Is the Thing,’’ 
32 TAXES 662, 664 (August, 1954). 

Under the caption ‘‘The Fault 
Brevity,’’ Shattuck and Farr, 
Planner’s Handbook (1953), at 
“Every so often the will of a public man is 
reproduced in the press, with laudatory com- 
ment, as an example of laconic shrewdness. 

The unhappy fact is, however, that ‘one 
paragraph’ wills have the quality of brevity 
and of very little else. They give no protection 
to anyone; they assure, usually, a needless 
multiple taxation; they are great breeders of 
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p. 292, say: 


the so- 
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if he were playing a hose)” were the words 
used by a court to describe the discretion- 
ary powers conferred upon a trustee to pay 
the trust income to any one or more mem- 
bers of the testator’s family.” “Spraying” 
is another name that has been judicially 
bestowed on this discretionary power.’ 


Less picturesquely, the power to sprinkle 
has been described as the power to deter- 
mine which member or members of a defi- 
nite class of beneficiaries shall receive pay- 
ments from a trust, whether of income or 
principal, and how much.* 


Questions to Be Considered 

In a recent case, a lucky testator created 
a sprinkling trust apparently without know- 
ing that he was doing so. His will did not 
in so many words provide for the creation 
of any trust. Practically all it said was that 
he left everything to his wife to be used 
throughout her life for her support and for 
the support of their children, subject to the 
management of his This 
construed to sprinkling 


executors. was 


create a trust.’ 

However, it is advisable not only to draft 
a sprinkling trust with unusual care but 
first to consider a number of questions, 
including the following 





litigation. Lawyers need, perhaps, to learn 
how to state their propositions with less verbi- 
age; but a will or trust is supposed to express 
the intention of the testator or grantor and to 
express it in full. Such a task is hardly suited 
to telegraphic technique—whether for lawyer 
or layman.”’ 

2 Commissioner v. Buck, 41-2 ustc { 9520, 120 
F. (2d) 775, 777 (CCA-2). The expression 
“sprinkling’’ is also used in Lewis Barker, 
CCH Dec. 13,500(M), 2 TCM 797 

* Ben F. Hopkins, CCH Dec 
810 (1945). 


*Scott, The Law of Trusts (1939), Sec. 120 

5’ Smither v. U. 8., 52-2 ustc {§ 9455, 108 F. 
Supp. 772 (DC Tex.), aff'd, 53-2 wstc { 9482, 
205 F. (2d) 518 (CA-5). 


14,767, 5 TC 803, 
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(1) Is the trustee to have uncontrolled 
discretion or to be guided by some stand- 


ard and, if so, by what standard? * 


(2) Is the trustee to have the power to 
sprinkle principal as well as income? If 
so, should the same standard apply? 


(3) In his sprinkling power, 
is the trustee to consider the independent 
income of the beneficiaries? Is he to con- 
sider their outside capital resources? 


(4) Is preference to be 
beneficiary 


exercising 


given to 
another, for 


one 
example, a 
over his 


over 


wife over a son or a son issue? 


(5) Is the trustee to have the additional 
power to accumulate income and, if so, is 
it to be added to principal or to be set 
aside in separate subtrusts for 


separate 
Once accumulated, may it 
distributed like 


class of 


beneficiaries: 


be later other income? 
(6) Is the 


clude afterborn 


beneficiaries to in- 
issue? 

(7) Is the 
exclude 


trustee to have the power to 


any one or more 


members of the 
class? * 

(8) Should a trustee be placed in a po- 
Should the 
renounces 


sition to renounce the power? 
power come to an end when he 
or ceases to act?’ 


*For cases involving various standards, see 
footnote 28 For discussion of standards, see 
text, below, ‘Choice of Trustee."’ 

' As to advantages of accumulation trusts, see 
Friedman and Michaelson, “‘How to Plan for 
the Income of an Estate,’’ Hstate Tax Tech- 
niques; Fleming, ‘“The Use of Powers in Estate 
Planning,"’ 32 TAXES 24, 27 (January, 1954) 

*Fingar and Bookstaver, New York Wills, 
at Sec. 144A of the supplement to p. 379 of the 
text, make this worth-while observation: ‘‘In 
drafting ‘sprinkling’ clauses, care should be 
exercised with respect to the wording to assure 
that the trustee has the absolute power not 
only to select the recipients of income but also 
to make unequal distribution among them, for 
the failure to do so may result in a construc- 
tion that the settlor of the trust intended to 
provide for equal distribution,”’ citing Kincaid 


Sprinkling Trusts 


Suggested Forms 


The following 
these questions: 


form answers many of 


“To pay or apply the net income thereof 
at least annually to or among such one or 
more or all of my said wife and children 
and more remote issue (whether or not the 
parents of any such remote issue shall have 
died) as shall be living from time to time 
during the term of the trust and in such 
proportions and amounts without regard to 
equality of distribution as my 
trustee shall determine in 
uncontrolled discretion. 
amount of! net 
said 


corporate 
its absolute and 
In determining the 
income to be 
children or 


paid to my 
more remote 
shall not be 
consideration any 
property which may be 
available to them from any source, includ- 
ing the duty of a parent to support.” ” 


The form added features 
It provides for accumulations and reflects 
that the son is the primary concern of the 
testator: 


wife and 


issue, my corporate 
required to take 
other income or 


trustee 
into 


following has 


“So much or all of the net income and 
principal of the trust estate shall be paid 
to or expended and applied for my said 
son as the trustee in its absolute discretion 
deems best. Subject 
lavor ot my son, so 
and 


to the provisions in 
much or all of the 


income principal of the trust 


estate 


shall be paid to or expended and applied 


for the 
said 


benefit of the descendants of my 
shall be living from time to 
time, at such times, in such shares and in 


son as 


such manner as my trustee in its absolute 
discretion deems best; it being my inten 
tion that my trustee shall have the right 
at any time and from time to time to ex- 
clude any or all of the descendants of my 
said son and to make unequal distributions 


among them. 


Any net income not so dis- 
tributed by the trustee during any calendar 


v. Morris, New York Law Journal, October 23, 
1952, p. 917. See form in Stephenson, Draft- 
ing Wills and Trust Agreements (1955), 
pp. 260-261, which directs ‘‘that the trustee need 
not treat [the children] with equality, but shall 
be impartially guided by the needs of each as 
the need presents itself and afford to each, in- 
sofar as practicable, that education which is 
most suitable to him.’ 

* See on this point discussion under the cap- 
tion ‘‘Avenues of Escape, etc.'’ For an example 
of the power ending when particular trustees 
cease to act, see Helvering v. Blair, 41-2 usr« 
{ 10,080, 121 F. (2d) 945, 947 (CCA-2) 

* Fingar and Bookstaver, work cited, at Sec 
144A-2 (supplement). Cf. Gray, ‘’Trust Provi- 
sions of a Will,"’ 88 Trusts and Estates 211, 212 
(1949) 
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year shall be accumulaed and added to the 
principal of the trust estate.” ™ 


The 
tures 


still other fea 
It covers a series of separate trusts, 
indicates that the testator’s child is not to 
be preferred over the child’s own descend- 
and directs the trustee to take out 
income into consideration: 


following form has 


ants, 


side 


“If at any time the Trustee shall con- 
sider the income otherwise distributable to 
any under this Will to be in 
reasonable needs of such 
into consideration all 
income available to him or her and 


beneficiary 
excess of the 
beneficiary, taking 
other 
known to the Trustee, then notwithstanding 
anything herein contained to the contrary 
the Trustee shall pay to such beneficiary 
part of the 
distributable to him or her as the Trustee 
shall consider advisable for his or her best 
Any of the income which shall 
not be paid to any such beneficiary may 
be distributed by the Trustee among the 


only such income otherwise 


interests. 


descendants of such beneficiary from time 
to time constituted, in amounts and 
Trustee in its sole 
discretion considers advisable, taking into 
consideration the 
welfare of 


such 
proportions as the 


needs, best interests and 
descendants, individually 
including the desirability 


such 
and as a class, 

"™ McLucas, “Income Tax Planning in the 
Transmission of Wealth,”’ 30 Taxes 973, 975 
(December, 1952). 

"% Edmonds, ‘‘Marital Deduction Pointers,'’ 90 
Trusts and Estates 389, 390 (1951). 

“In addition to the advantages mentioned in 
the text, a sprinkling trust carries with it the 
potentiality of two additional advantages which 
may, on occasion, prove useful, namely, pro- 
tecting funds against government blocking or 
vesting in time of war, and removing them 
from the operation of foreign currency laws 
Joseph, “Discretionary Trusts," 90 Trusts and 
Estates 360, 476 (1951). 

™ Hamilton v. Drogo, 241 N. Y. 401 
Scott, work cited, Sec. 155. 

“ The statute law of England now provides a 
short cut whereunder the mere use of the 
words ‘protective trust’’ automatically creates 
a statutory form of sprinkling in favor of the 
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of augmenting their respective individual 
estates and all other circumstances and fac- 
tors which the Trustee considers pertinent 


“The Trustee may ,make such distri- 
butions in equal or unequal amounts among 
the descendants of such beneficiary 
and may from time to time exclude 
any one or more of them from any benefit 
hereunder and need not give preference to 
a child or grandchild over a remote descend- 
ant. Any part of the income not paid as 
provided shall be accumulated aS 


ADVANTAGES 


Among other advantages,” 
these: 


(1) It safeguards trust 
the beneficiaries’ creditors. 


sprinkling has 


income against 
(2) It is extremely flexible, and thus in 
sures that assistance will reach those mem 
bers of the testator’s family who from time 
to time need it most. 
(3) It reduces the family’s income taxes 
(4) It paves the way for reducing estate 
taxes. 


Protection Against Creditors 


Since no part of the income of a sprin 
kling trust belongs to any particular bene 
ficiary, it is all immune from seizure by 
creditors prior to the time it is allocated 
by the trustee to a particular beneficiary.” 


Sprinkling began in England long ago as 
a device for protecting trust income against 
creditors.” Today, sprinkling is used mainly 
because of its other advantages 


Flexibility *° 


Usefulness not limited to large estates.- 
To a father of large or moderate means, 
sprinkling ought to commend itself as a 
family of the principal beneficiary. Griswold. 
Spendthrift Trusts (2d Ed.), Sec. 429 (1947); 
Scott, work cited, Sec. 155; Benjamin, Discre- 
tionary Powers of Distribution Exercised by 
Trustees (thesis submitted to Graduate School 
of Banking, American Bankers Association, at 
Rutgers University) (1951), pp. 91 and fol- 
lowing. 

*%On this point, 
83-84, says: 

“The usual type of trust arrangement where 
the trustee is authorized to pay income to the 
widow and under narrow and restricted provi- 
sions may expend principal on her during her 
life is often too inflexible because the principal 
expenditures are permitted only for her in- 
dividual comfortable support and maintenance 
without regard to the other members of the 
family. In a situation where the widow is sub- 
jected to a prolonged mental or physical illness 
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Benjamin, work cited, pp 





normal and sensible way to make provision 
for his family in his will, because sprinkling 
conforms to what he 
lifetime. He makes 
tures for the 
of his family as occasion requires. 
the studious child to be a financial 
longer than the who goes to 
work at seventeen; he expects the ailing 
child to cost him more than the healthy 
one and the misfit more than the go-gette 


practices during his 
unexpected 
benefit of 


expendi- 
various members 

Hie ex- 
pects 


drain one 


Moreover, as will be seen later, sprin 
kling is useful income taxwise, even if the 


income thrown off by the trust is moderate 


Argument as to discord.—It can be ar- 
gued, however, that when the children grow 
up and have families of their own, there 
will be discord unless each child is treated 
“equally,” meaning 
the same proportion as 
the other. However, suppose one son, with 
children, is a poorly paid teacher, but an 
other is a bachelor who has speculated suc- 
cessfully in oil. Equality is at least as likely 
to stir up family 


unless each child re- 


ceives amount or 


discord as is sprinkling. 


There is at least a strong argument for 
distinguished from equality 
However, the problem would not be met 
by having the will or trust instrument give 
more to child than to the 


can foretell the 


equalization—as 


one other be 


cause no one children’s 


future 


Separate trust for each child.—In 
event, if 


any 
the testator desires, he can treat 
each child “equally” and yet use sprinkling 


There are two types of sprinkling. 


One permits the trustee to sprinkle among 
a class consisting of one child of the testa 
tor, and that child’s and 
ants. The other the 
sprinkle among a class consisting of all the 
children of the testator. The former, at 
least at its inception, merely involves the 


descend- 
trustee to 


spouse 


permits 


members of a single household, and is far 
less likely to lead to discord than is the 
latter. 


Family of poor relative.—In larger es- 
tates, even though it is a practical certainty 





(Footnote 16 continued) 
the children and other close relatives may be 
placed in a desperate condition for want of 
proper care and maintenance which the testator 
would have given them if he were alive. 

“A discretionary trust set-up is sometimes 
adopted so that the trustee may take into ac- 
count the interests of all of the family group 
and provide means to protect that group in the 
event of any such disaster to the widow. This 
may te accomplished by authorizing tne trustee 
to use, apply and expend income or principal 


Sprinkling Trusts 


that there will always be more than enough 


for the testator’s entire immediate family, 
the flexibility offered by sprinkling may 
nevertheless prove an asset. Thus, in a case 
where the testator desires to set apart a 
moderate sum to help out a poor brother 
or sister and his or her family, sprinkling 
of income—and, perhaps, principal as well 
—is the best way to insure that the limited 
fund will ultimately reach those in the 
group who really need it most. 


In larger estates, however, tax reduction 
is usually the more important advantage of 
sprinkling. 


Nonfamilial uses.—In all cases, whether 
large or small, where the testator desires 
to help the fortunate, the most de- 
serving, or any class within a class—espe- 
cially a changing class—sprinkling commends 
itself permits selecting bene- 
ficiaries fixing amounts in the light 
of ever-changing, unpredictable conditions. 
Accordingly, Joseph Pulitzer created a 
sprinkling trust for the benefit of the prin- 
cipal editors and managers of his news- 
paper”; one of the Boks created a trust 
for a deserving group of artists, cripples 
and invalids, which included the well-known 
Helen Keller”; and one of the Manvilles 
directed that part of the income from a trust 
be paid to charitable corporations, fraternal 


less 


because it 
and 


societies or lodge associations to be selected 
by his trustee.” 


Income Tax Reduction 


It is 
widow 
which simply 


interesting to compare the position 
testamentary trust, 
that all the income 
be paid to her, with her position under a 
testamentary sprinkling trust created for 
the benefit of herself and the children. Let 
us suppose that she is in a 50 per cent in 
come tax bracket, and that the time has 
come for her to pay $550 to send one of 
her children to a 


of a under a 


directs 


summer camp. Under 
the common type of trust, $1,100 of trust 
income would be required, before taxes, 
the $550. Under the sprinkling 
trust, however, only $550 of income will 


or both, upon the widow and upon any one or 
more of the other persons the 
family group, in lieu of payments 
directly to the widow.”’ 
7 Codicil No. 1 dated March 23, 1909, Cases 
and Points, Jn re Joseph Pulitzer, 237 App. Div. 
808 (1932). 
* Mary Louise Bok, CCH Dec. 12,446, 46 BTA 
678 (1942), aff'd, 42-2 usrc § 9809, 132 F. (2d) 
365 (CCA-3) 
” Benjamin, work cited, pp. 87-88 


to yield 


comprising 
making 





be 


sprinkling 


The 
trust, 


needed reason is that under the 
the trustee can give the 
$550 to the mother for the purpose of pay- 
the if he prefers, he can 
make payment directly to the camp on be- 


half of the child. 


tax 


ing camp or, 
In either case, for income 
the $550 becomes the child’s 
the mother’s it will be 
than 
at all 


purposes, 
income not 
the child’s 
$600, there 
on that $550 


Since 


only income and less 


be 


1S 


will no income tax 


This example shows that, income taxwise, 
a sprinkling trust may prove useful even if 
the amount of the trust to 
sprinkled moderate, the being 
that the potential income tax saving turns 
in large part on whether or not the prin- 
beneficiary—not taking the trust in- 
consideration — already, 
day is likely to find himself, in high 
brackets 


income be 


1S reason 


( ipal 


come into 1s or 


Sore 


)t 


Savings appear 


course, more important tax 
not only when the income 
sprinkled beneficiary 
bracket, but substantial 


income are involved. 


income 


18 


to a low 


when 


in a 

amounts 
Let us assume that a 
young husband has died, leaving a widow 
and three infant children. The trust of 
the under his will has income 
amounting to $24,000 a year. His widow 
has an independent income of $8,000 a year. 
If his will provided that all the trust income 
should go to his wife, she would receive 
the $24,000 from his estate, and the federal 
income taxes attributable thereto would be 
$9,570, or 40 If, 
however, the will provided for sprinkling 
the $24,000 sprinkled equal 
shares among his widow and three infants, 
would then be the 


ot 


residue 


approximately per cent. 


and were in 


there four taxpayers, 


three children reporting incomes of $6,000 


the widow income of 


The federal income tax attributable 


each and 
$14,000 


reporting 


" All tax computations are pursuant to rates 
effective for 1954, under the new Code. The 
rates for heads of households under Code Sec 
l(b) and for the optional standard deduction 
under Code Sec. 141 have been taken into con- 
sideration The computations assume that the 
wife will not lose her exemptions for depend- 
ents or her status as the head of a househo!d 
by reason of the separate income of the chil- 
dren. Regs. 118, Sec. 39.12-4(d) 

If each and every amount given in the ex- 
ample were doubled, and all the income went 
to the wife, she would pay federal income taxes 
of approximately $27,530, or 57 per cent attribut- 
able to the amount ($48,000) received from the 
trust jut if that amount were sprinkled, as 
indicated in the example (that is, $12,000 to the 
widow and $12,000 to each child), the federal 
income taxes would total approximately $13,590, 
or 28 per cent 
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to the $24,000 would then total approxi- 
mately $4,740, or only about 20 per cent.” 


In later 
married 
own, 


years, when the children 
and would have families of their 
sprinkling among members of each 
child’s family would divide the trust income 
among large group of and 
thus result in even greater tax reduction.™ 


were 


a taxpayers, 


The effectiveness of the income tax 
ing 


Sav- 
made possible through sprinkling 
reflected by a 1953 case—Gallagher v. Smith® 
-in which the court’s holding that the trust 
involved was not a sprinkling trust made a 
difference in taxes, over a six-year period, 
$490,748.43. The potentiality of family 
income reduction through the of 
sprinkling has been somewhat increased as 


is 


ot 
tax use 


a result of two changes made by the new 
Code. 


Sections 652(b) and 662(b) provide that 
the terms of the trust instrument 
“specifically allocate different classes 
income to different beneficiaries.” 


may 
of 
‘I hus, In 
the case of a sprinkling trust created for 
the benefit of a 
and his descendants, the instrument could 
direct that in the event any income is allo- 
cated to the son (presumably in relatively 
high brackets), the trust’s tax-exempt 
come (if any) should go to him. 
change is that any amount of trust income 
can now be sprinkled to a dependent child 
without causing the parent to lose the $600 
exemption, provided the parent 
over half of the child’s support.” 


of a class consisting son 


in- 
I he second 


supplies 


Paving Way for Estate Tax Reduction 


This can be best explained 
by outlining a typical estate plan for a 
family of a grandfather, his 
wife (called the wife), a married son and 
some grandchildren. The grandfather’s will 


advantage 


consisting 


21 Sprinkling makes possible tax reductions 
not attainable by using multiple trusts For 
example, suppose that in later years one of the 
decedent's sons becomes a high-salaried 
tive Under sprinkling—as distinguished from 
multiple trusts—that son could be excluded by 
the trustee from any participation in the income 
from the estate while receiving the salary 
However, multiple trusts have distinct advan- 
tages (see Friedman and Michaelson, work 
cited; Appleman, ‘‘Estate Planning: A Practical 
Approach,’’ 31 TAXes 583, 591 (August, 1953) 

Sprinkling and multiple trusts are not re- 
ciprocally exclusive. If the facts and amounts 
warrant, it is advisable to provide for both 
to create multiple sprinkling trusts—a not 
uncommon practice in larger estates. See foot- 
note 25, below 

254-1 ustc $9202, 119 F. Supp. 360 
rev'd on other grounds (CA-3, June 3, 

* Code Secs. 151(e)(1)(B) and 152(a). 
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(1953), 
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provides for two separate trusts, with roughly 
half estate to go 

Except in one respect, the first trust is 
the everyday marital deduction trust. The 
wife is given the income and a general 
testamentary power of appointment. Of 
course, the this trust will ulti- 
subject to estate taxes as part 
wife’s 


of his 


into each trust. 


corpus ol! 
mately be 
ot the unless something is 
done to prevent it. Accordingly, the marital 
deduction trust departs from the conven- 


estate 


tional in this significant respect—in addition 
to the testamentary power, 
she is given the power to withdraw principal 
from the trust during lifetime.™ 


WwW if¢ "s general 


her 

The second trust—the nonmarital deduc 
tion trust—is a sprinkling trust. The 
may sprinkle both and 


among a class composed of the 


trustee 
principal 
wile, the 
The will, how- 
ever, emphasizes that not only the income 
from the second trust, but the principal as 
well, shall be primarily to the 
support of the provided, 
that the corpus of the marital 
trust shall have been exhausted 


The function 


feature of the is an important 
Without adding to the wife’s 
income or to her 


income 


son and the grandchildren. 


devoted 
wife, however, 


deduction 


served by the 
trust 


sprinkling 
second 
one taxable 
estate, it gives the 


a complete sense ol 


wife 
security because she 
knows she can always rely on the sprinkling 
trust. Therefore, she need have no qualms 
about consuming the principal of the marital 
deduction 
living 
make 
that 


trust in order to pay for her 


expenses and and also to 


from the 


luxuries, 
substantial gifts corpus of 
trust to the grandchildren. In 
way, the value of the marital deduction 
trust, which would otherwise be 
when the wite 


this 


taxed 
can be substantially 
reduced—perhaps even exhausted.” 


dic s, 


ARGUMENTS AGAINST SPRINKLING 2° 


One of the made against 


sprinkling is that appointing an interested 


arguments 


*4In larger estates where there is a likeli- 
hood that the wife may use principal unwisely, 
instead of giving her the power to withdraw 
principal it is preferable to give her only a 
limited power to appoint during her life to 
the children or to trusts to be created for them, 
or to give the trustee the power to invade prin- 
cipal for the benefit of the wife See Mann- 
heimer and Wheeler Will Combination of 
Powers Defeat Marital Deduction?’’ 88 Trusts 
and Estates 476 (1949) 

* Casner, “‘Responsibilities of the 
Trustee as to Discretionary Trusts,’’ 
Bulletin 21 (March, 1953), sets forth this plan 
as ‘‘typical.’’ For variations, see Kennedy, 

Some Tax Aspects in Connection with Estate 
Planning,”’ 5 Miami Law Quarterly 351 (1951) 


Corporate 
32 Trust 


Sprinkling Trusts 


person as trustee of a sprinkling trust 
should be avoided and, therefore, a sprinkling 
trust should not be used if the testator 
wishes one of the principal objects of his 
bounty—for example, his widow or son— 
trustee. The 
of appointing a member of the class of 
beneficiaries as sole trustee—and also alter- 


native procedures—will be considered later. 


to become a 


pros and cons 


Another argument is that sprinkling re- 
wards laziness and extravagance, and 
courages industry and thrift. The weight 
to be attributed to this argument will vary 
from 


dis- 


case to depending, to a degree, 
upon the personalities (so far as known) of 


the prospe ctive 


case 


and to a 
greater degree on the wisdom of the trustees. 


beneficiaries, 


Other arguments which have been made 
against sprinkling include the following: 

(1) It undermines the financial security 
of the widow or entitled to first 
sideration, 


son con- 

(2) It gives the trustee too much control 
over the family and deprives the widow of 
parental authority. 

Much that could be said as to these two 
contentions itself. The comment 
here, in the main, will be restricted to techni- 
cal considerations and practical suggestions. 


suggests 


Undermining Security 
of Principal Beneficiary 


This argument can be met in various ways, 


including these: (1) a direction that only 
income not needed by the principal bene- 
ficiary shall be allocated to other members 
of the class, (2) resort to the “lapse of 
power” provision referred to later or (3) 
that payments shall be made 
to the principal beneficiary so as to bring 
his annual income, after taxes, 
or determinable minimum,” 


a provision 


to a stated 


Excessive Power in Trustee 


There are at least four partial answers to 
this criticism 


In larger estates, provision is often made not for 
a single residuary sprinkling trust, but for split- 
ting up the residue so that there is a separate 
sprinkling trust for each child and his family 
See footnote 21. 

* A drawback in connection with creating an 
inter vivos sprinkling trust is the loss of the 
annual gift tax exclusions. This loss is attribut- 
able to the fact that it is impossible to deter- 
mine how the trustee will allocate the income 
among the beneficiaries and, consequently, it 
is impossibie to caiculate the value of any par- 
ticular beneficiary's interest. Case cited at foot- 
note 9 

“For other variants, see Trachtman, 
of Principal for Life Beneficiaries,’’ 
and Estates 444, 447 (1946) 
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(1) It is at least arguable that the power 
to sprinkle does not exceed in importance 
the sweeping investment powers now gen- 
erally conferred (frequently on persons 
having no investment experience), nor does 
it differ in kind from the broad power to 
invade principal often unhesitatingly granted 
merely because it is customary and mani- 
festly advisable. 

(2) The testator who otherwise would be 
disinclined to provide for sprinkling in his 
will should remember that it lies within 
his province to prescribe a suitable standard 
for the exercise of the power. The cases 
and form books reveal a helpful variety of 
standards.” 

(3) Inquiry reveals that those corporate 
trustees which are experienced in handling 
trusts exercise their discretionary powers, 
including the sprinkling power, with a 
great deal more care and understanding 
than is commonly understood.” (Some- 
times a client does not want to name a bank 
or trust company as his trustee because it 
is “cold.”” Often, he has no conception 
as to how the bank customarily exercises 
its discretionary powers and, what is more, 
he knows no one at the bank except some 
vice president in charge of loans, who has 
neither contact with, nor knowledge of, the 
workings of the trust department.) 


(4) Regardless of the standard chosen, 
equity will enjoin any clear abuse of the 
power conferred, and this is true even in 
cases where the will prescribes no standard, 
but, to the contrary, purports to confer 
“absolute and uncontrolled discretion.” ™ 


* Hamilton v. Drogo, cited at footnote 14, 
p. 403 (maintenance and support); Jennings 
v. Smith, 47-1 ustc 110551, 161 F. (2d) 74, 76 
(CCA-2) (maintenance in accordance with sta- 
tion in life of beneficiary); Hstate of Standish 
Backus, CCH Dec. 15,142, 6 TC 1036, 1040 (1946) 
(reasonable expenses of living, education, 
travel, amusement and maintenance); Wi'liam 
Rockefeller will, quoted in Remsen, The Prepa- 
ration of Wills and Trusts (2d Ed., 1930), 
p. 1016 (to wife, but If ‘“‘more than sufficient 
for suitable support anc maintenance,”’ ‘'sur- 
plus income’’ to descendants); Matter of 
Lawler, 215 App. Div. 506 (1926) (preference to 
nearest blood relatives); Matter of Kuntz, 160 
Mise. 856, 860 (1936) (support of son and 
daughter-in-law, and support and education of 
grandchildren); Hall v. Williams, 120 Mass. 
344 (1876) (trust instrument directed the trustee 
to exercise judgment that would be expected 
from a good father) 

Cf. In re Ledyard’s Estate, 21 N. Y. S. (2d) 
860 (1939); Leverett v. Barnswell, 214 Mass. 105 
(1913): Helvering wv. Blair, cited at footnote 9; 
Phipps v. Commissioner, 43-2 ustc | 9513, 137 F. 
(2d) 141; Foster v. Foster, 133 Mass. 179 (1882); 
In re Peabody’s Will, 96 N. Y. S. (2d) 556 
(1950); forms in Casner, JZastate Planning 
(Supp., 1953), pp. 54, 104, all of which provide 
for absolute discretion 
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CHOICE OF TRUSTEE 


When a sprinkling trust is designed to 
last for a considerable period and a sub- 
stantial amount is involved, it has been a 
common practice to confer the power to 
sprinkle upon a corporate trustee. This 
will, among other things, preclude tax litiga- 
tion and avoid the tax problems hereinafter 
discussed. However, where for one reason 
or another a corporate trustee is not ap- 
pointed, care must be exercised in choosing 
individual trustees and cotrustees for sprinkling 
trusts 


Assume testator’s or grantor’s wife isnot 
a member of the class of beneficiaries but 
that his son is. Are the income tax advan- 
tages of a sprinkling trust impaired or 
entirely lost if the son himself is appointed 
as sole trustee or as trustee with another? 
Are these advantages impaired or entirely 
lost if the wife is appointed as the sole 
trustee or as trustee with another? Has 
the law on these points been changed by 
the 1954 Internal Revenue Code? Does it 
make any difference whether restrictions are 
placed on the trustee’s power to sprinkle, or 
whether the trust is a testamentary trust 
or an inter vivos trust? 


Tax Problem if Member of Class 
of Beneficiaries Is Sole Trustee 


A testator or grantor may desire to state 
what his wishes are and to place some lim- 
itations on the discretionary power of a 
disinterested trustee, but so far as income 


2? Benjamin, work cited, pp. 109 and fol!ow- 
ing, and authorities there cited. At pp. 118 and 
following, Benjamin describes in detail the 
painstaking procedures regularly followed by 
14 of the leading New York City trust institu- 
tions in exercising their discretionary powers. 
Cf. MeLucas, “The Discretionary Trust,’’ 92 
Trusts and Estates 824, 826 (1953) 

* Cf. Steinhardt, ‘Discretionary Trust Pow- 
ers,"’ 83 Trusts and Estates 260 (1946). He 
says: ‘I have seen criticism leveled at trust 
institutions by reason of the administration of 
trusts under instruments that were too re- 
strictive and _ inflexible. That criticism was 
unjust in that the trust institution had no 
power to do otherwise; nevertheless, it is diffi- 
cult if not impossib!e to justify the administra- 
tion of that type trust to the average layman.’ 

The outstanding example of inflexibility is 
Brand v. Continental Bank and Trust Company, 
43 N. Y. S. (2d) 255 (1943), aff'd, 47 N. Y. S. 
(2d) 589. In that case, the income beneficiary 
the testator’s daughter—was ‘‘living in a state 
akin to poverty,’’ and her children were ‘‘suffer- 
ing from malnutrition.’’ Because there was no 
power to invade principal, both the trust com- 
pany and the court were powerless to help 

*" Scott, work cited, Sec. 187. 
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taxes are concerned, there is no necessity for 
his doing so.” In fact, so doing would be 
inadvisable if maximum flexibility is the 
objective. However, some limitation must 
be imposed on the power to sprinkle income 
if it is conferred solely upon a trustee who 
is a member of 
Otherwise, he 


the class of beneficiaries. 
will possess the power to 
take all the income for himself and in that 
circumstance—to use the language of the 
Internal Revenue Code of 1954—he, as a 
general rule,* would “be treated as the 
owner,” ™ which means all the income of 
the trust would be taxable to him regardless 
of whether he, in fact, selected other mem- 
bers of the class to receive it. 


This raises the question of what kind of 
restriction will be deemed sufficient to pre- 
vent a trustee who is a member of the class 
of beneficiaries from being treated as the 
owner. 


1954 Code silent.—Section 671 of the 1954 
Code says, in effect, that for the answer to 
this question one must look exclusively to the 
eight sections—67 1-678—which were inserted 
in the new Code to replace the old Clifford 
regulations. However, so far as affirmatively 

2 1954 Code Sec. 674(c) 

% See footnote 35. 

* Sec. 678(a)(1). 

* However, there is an important exception to 
the general rule enunciated in Sec. 678(a). In 
the case of some inter vivos trusts, the question 
of whether a person other than the grantor 
should be treated as the owner is not reached 
because Sec. 678(b) provides that where grounds 
exist for taxing the trust income either to the 
grantor or to a person other than the grantor 
(for example, a trustee who is a member of the 
class of beneficiaries), then the income must 
be taxed to the grantor. The following is an 
example of the operation of Sec. 678(b): The 
grantor of an inter vivos trust appoints his son 
sole trustee of a sprinkling trust, names the 
son as a member of the class of beneficiaries 
and imposes no limitation whatsoever on the 
son’s power to sprinkle. Under the general 
rule laid down in Sec. 678(a)(1), the son would 
be treated as the owner. But suppose the 
grantor retains the right to take the corpus 
back at the end of nine years or reserves the 
power to acquire the corpus by substituting 
other property of equivalent value. Then Sec 
678(b) would come into play. As a result of 
the power retained by the grantor, the income 
of the trust would be taxed to the grantor 
not to the son. 


* Eleanor M. Funk wv. Commissioner, 50-2 usr 
1 9507, 185 F. (2d) 127 (CA-3), rev’'g CCH Dec 
17,490, 14 TC 198 (1950); Ruth W. Oppenheimer, 
CCH Dee. 18,147, 16 TC 515 (1951); Leon Falk, 
Jr., CCH Dec. 17,780, 15 TC 49, aff'd, 51-1 ustc 
{ 9337, 189 F. (2d) 806 (CA-3): Agnes K. May, 
CCH Dec. 15,728, 8 TC 860 (1947); Smither v. 
U. 8., cited at footnote 5 

In the Funk the wife-trustee 
powered to income to 
husband in accordance with 


case was em- 
herself or her 


their respective 


allocate 
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much as it is the onlv one of the citnatiane 


supplying rules for taxation is concerned, 
these sections, with but one exception, deal 
exclusively with the question of when the 
grantor of an inter vivos trust will be treated 
as the owner. The exception is Section 678, 
which deals with persons other than the 
grantor. Section 678 (a), which covers the 
case of a trustee who is a member of 
the class of beneficiaries, lays down a general 
rule that a person other than the grantor 
shall be treated as the owner when he has 
a power exercisable “solely” by himself to 
vest the principal or income in himself.” 
However, the sheds no light on 
the question of what kind of restriction on 
the power will be deemed sufficient to pre- 
vent him from being treated as the owner. 


section 


Case law.—For authority on this question, 
therefore, we turn to five relatively recent 
cases which dealt squarely with the ques- 
tion. Boiled down, these cases seem to hold, 
in effect, that any expression of intention 
which could be enforced in equity against 
a trustee in the event of an abuse of his 
discretionary power constitutes a sufficient 
restriction to prevent him from being re- 
garded as the owner.” In short, these cases 
‘‘needs,"’ of which she was the ‘“‘sole judge,"’ and 
to accumulate the balance of the income, if any, 
for others. In the Oppenheimer case, the daugh- 
ter-trustee was authorized to sprinkle the 
income among herself, her lineal descendants or 
her ancestors in such proportions as she de- 
termined in her absolute and uncontrolled 
discretion. All there was by way of standard 
was an introductory recital to the effect that 
the trust was created because the donor desired 
to provide proper maintenance and support for 
the beneficiaries. 

In both the Funk and Oppenheimer cases, the 
documents creating the trust contained at least 
some expressions which could be regarded as 
imposing a standard; not so in the Falk case. 
There, the trust provided, in effect, that any 
income that the donor's son did not allocate 
to his sister or to charities was to become his 
own. The son was not named as trustee, but 
the trust agreement gave him the power to 
allocate the income. He allocated a part to his 
sister. In lieu of an express standard, the courts 
accepted the son's oral testimony that the 
father’s purpose was to make the sister’s sup- 
port and welfare a first charge against the 
trust fund (see the last paragraph of the Tax 
Court decision) 

In the May case, the settlor’s daughter was 
named the trustee and given the income for the 
“use, benefit, comfort and profit of herself’’ 
and for the ‘‘education of all of her children."’ 
The trust made her ‘‘the sole judge’’ of the 
amount she would use for the children’s edu- 
cation. 

In the Smither case, the decedent left all his 
property to his widow, to be used by her ‘‘for 
her own support, maintenance, comfort and 
enjoyment, and for the support, maintenance, 
education, comfort and enjoyment’ of their 


(Continued on following page) 
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treated the trustee who is a member of the 
class of beneficiaries with decided liberality. 
Three of the cases” held somewhat nebulous 
limitations to be sufficient to prevent the 
income of the trust from being regarded as 
the trustee’s individual income. In fact, in 
one of the cases, there was no written re- 
striction contained in the trust instrument, 
but the court, relying on oral testimony, 
nevertheless found a restriction.” 


Similar situations contrasted.—These five 
cases present an interesting contrast to three 
somewhat similar areas in which meticulous 
care has been taken to prescribe by statute 
just what kind of standard will be required 
in order to bar adverse tax consequences.” 
These are the areas: 


(1) The power of a decedent to take the 
trust corpus for himself will be taxable as 
a general power of appointment for estate 
tax purposes, unless it “is limited by an 
ascertainable standard relating to the health, 
education, support, or of the 
decedent eee 


(2) The grantor of an inter vivos trust 
will be treated as the owner for income tax 
purposes if he confers the power to sprinkle 
income on certain trustees, unless the power 
is limited by a “reasonably definite external 
standard which is set forth in the trust in- 
strument.”“ (The same standard was im- 
posed by the old Clifford regulation, except 
that it also required that the standard “must 


maintenance 


(Footnote 36 continued) 
children, ‘“‘said property, 
ject to the control and management of the 
executors ; as hereinafter provided for.’ 
Then, later, the will named the widow and two 
brothers as executors and authorized them to 
“expend such part of the income’’ and prin- 
cipal ‘‘for the support, maintenance, comfort 
and pleasure’ of the widow and children as they 
deemed desirable The two brothers died; 
thus, the widow became the sole executrix. 

To the same effect as the May case, see /rene 
O’D. Ferrer, CCH Dec, 6318, 20 BTA 811 (1930); 
ef. Allen v. Nunnally, 50-1 ustc { 9207, 180 F. 
(2d) 318 (CA-5); Virginia White, CCH Dec. 
14,846, 5 TC 1082 (1945); Hva V. Townsend, 
CCH Dec. 14,908, 5 TC 1380 (1945). 

" Funk, Falk and May, cited at footnote 36. 

* Falk, cited at footnote 36 

* The question of standard is also considered 
in charitable remainder cases, discussed in the 
text, and in another line of cases, some of which 
are cited at footnote 49. 

” Sec, 2041(b)(1)(A). 

" Sec. 674(d) 

“" Regs. 118, Sec. 39.22(a)-21(d)(2)(iv)(b) (1) 
and (5); Casner, ‘‘The Internal Revenue Code 
of 1954: Estate Planning [Part I],"’ 68 Harvard 
Law Review 222, 232-233 (1954). 

*“ Sec. 674(b) (5) (A) 

“The five cases seem dangerously close to 
that of a grantor of an irrevocable inter vivos 
trust, who retains for himself the power to 


540 


however, to be sub- 


porate trustees in administering sprinkling 


troseta wreee made termes 6 sh 


a le a i ee 


consist of needs and 
beneficiaries.” *) 


circumstances of the 


(3) The grantor of an inter vivos trust 
will be treated as the owner for income tax 
purposes if he himself retains the power to 
sprinkle corpus among a class, unless his 
power is limited by a “reasonably definite 
standard which is set 


forth in the trust 
instrument.” “ 
These refinements as to standards con- 


tained in the Code are not fortuitous. To 
the contrary, they are the result of pains- 
taking effort designed to enable the drafts- 
man to cope with an appropriately wide 
range of circumstances without, however, 
opening the door to tax avoidance. 

The existence of these varying standards 
—as well as other considerations “—not only 
foreshadow that the five cases mentioned 
above may sooner or later cease to be the 
law, but also suggest the advisability of 
imposing a carefully chosen standard on 
the sprinkling power of a trustee who is 
a member of the class of beneficiaries. 


What standard for a trustee who is a 
member of the class of beneficiaries?—Of 
the three above-described situations as to 
which standards have been prescribed, the 
one which most nearly resembles the case 
of a trustee of a sprinkling trust who is a 
member of the class of beneficiaries is that 
of the beneficiary who can take principal 
for himself—discussed above in (1)—inas- 





sprinkle income or distribute corpus without 
the approval of any adverse party. Under Sec. 
674(a), all of the income would be taxable to 
the grantor. It would not help matters if he 
provided that the trust should last as long as 
the local law permits, retained no reversionary 
interest, imposed a reasonably definite external 
standard on his power to sprinkle and, last but 
not least, excluded himself from the class of 
beneficiaries. All of the income, nevertheless, 
would remain taxable to him. The Clifford case, 
for income tax purposes, cast aside long-settled 
methods of determining ownership by the law 
of titles and substituted ‘‘practical ownership” 


in its place. Montgomery, Federal Tazes, 
Estates, Trusts and Gifts (2d Ed., 1951), 
p. 290. 

As a matter of practical ownership, how 


far removed from the position of a grantor 
is that of, let us say, a son, whom the grantor- 
father appoints trustee with a restricted power 


to sprinkle among a class consisting of the 
members of the son’s immediate family, es- 
pecially if the son is given broad inter vivos 


and testamentary powers of appointment? ‘To 
a person of ample means the right to say who 
shall receive property and income may be a 
more important attribute of ownership than 
the right to use them for his own well-being.’’ 
Lura H. Morgan, CCH Dee. 13,398, 2 TC 510, 
515 (1943). Cf. Stix v. Commissioner, 46-1 vust« 
"9119, 152 F. (24) 562 (CCA-2, 1945) 
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much as it is the only one of the situations 
which involves the power of a person to 
take funds for his own personal benefit.” 


As noted above, the standard prescribed 
for that situation is an ascertainable stand- 
ard relating to health, education, support or 
maintenance. The applicable regulation“ 
gives no example, but it states that to deter- 
mine what an ascertainable standard is, 
reference should be had to a line of cases 
which involve the question of whether a 
charitable remainder of a trust is deductible 
for estate tax purposes when the trustee 
is given discretion to invade principal for 
the benefit of the life beneficiary. An ex- 
ample would be: “Income to my wife for 
her life. Invade principal for her support, 
if necessary. On her death, pay the re- 
mainder to the Red Cross.” From that 
line of cases, it appears that simple stand- 
ards such as “support and maintenance” or 
“education, support and maintenance” or 
enabling a person to maintain a scale of 
living (for example, that maintained at time 
of the testator’s death) will be held to be 
ascertainable standards.“ This view seems to 
be borne out not only by a sentence in the 
regulation to the effect that a power to 
consume or invade for comfort, pleasure, 
desire or happiness is not a power limited 
by an ascertainable standard,* but also by an- 
other line of cases which considers standards.” 


It would seem that a standard which, for 
estate tax purposes, is regarded as an ascer- 
tainable standard relating to health, educa- 


“The other situations, 
graphs (2) and (3), merely involve the power 
to determine which persons other than the 
one possessing the power shall benefit from the 
trust. Incidentally, there seem to be no cases 
or published rulings construing the standards 
discussed in paragraphs (2) and (3). 

“ Regs. 105, Sec. 81.24(a)(3). 

“ Charitable remainders were not 
in the following cases because of powers to 
invade Henslee v. Union Planters National 
Bank, 49-1 ustc $10,701, 335 U. S. 595 (1949) 
(pleasure, comfort and welfare as beneficiary 
may desire); Commissioner v. Newton Trust 
Company, 47-1 ustc © 10,545, 160 F. (2d) 175 
(CCA-1) (trustee given power to invade for 
“‘use and benefit'’; as a practical matter, no 
likelihood of invasion) Merchants National 
Bank of Boston v. Commissioner, 43-2 ust 
{ 9630, 320 U. S. 256 (invasion for ‘‘welfare 
comfort and happiness’’); /ndustrial Trust Com- 
pany v. Commissioner, 45-2 ustc 110,231, 151 
F. (2d) 592 (CCA-1) (for ‘‘care and support’’) 
Estate of C. H. Wiggin, CCH Dec. 13,799, 3 TC 
464 (1944) (for widow's ‘‘comfort and support”’ 
income shown adequate for widow's expenses). 

In the following cases the charitable re- 
mainder was held deductible notwithstanding 
power of invasion: Lincoln Rochester Trust 
Company v. McGowan, 54-2 ustc § 10,975, 217 F 
(2d) 287 (CA-2) (unusual demands, emergencies 


discussed in para 
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tion, support and maintenance should prove 
sufficient to protect a trustee who is a mem- 
ber of the class of beneficiaries from being 
treated as the owner of a sprinkling trust 
for income tax purposes. If such a trustee 
is appointed, caution would seem to dictate, 
at the very least, the advisability of im- 
posing such a standard on his sprinkling 
power and not relying on the more nebulous 
standards held sufficient in certain of the 
five cases mentioned above.” 

However, the fact remains, as noted above, 
that the new Code is silent as to what kind 
of restrictions will be deemed sufficient to 
prevent a trustee who is a member of the 
class of beneficiaries from being treated as 
the owner. Moreover, this question lies in 
an area in which the outcome of income tax 
cases has been pronounced “utterly impos- 
sible to forecast by any process normally 
known as rational.”™ It is suggested, there- 
fore, that the draftsman, before lending his 
support to the appointment of a sole trustee 
who is a member of the class of beneficiaries, 
would do well to explore whether there is 
some uncertain substitute that would 
satisfy the testator. 


less 


Substitutes for Appointing a Member 
of Class of Beneficiaries as Sole Trustee 


Not infrequently, a testator or grantor 
is reluctant to confer the power to sprinkle 
on anyone other than a member of the class 
of beneficiaries, for example, his son. If 
the careful procedures of experienced cor- 
requirements or personal needs); Blodget v. 
Delaney, 53-1 usre { 10,887, 201 F. (2d) 589 
(CA-1) (comfort and welfare); Lincoln Roches- 
ter Trust Company v. Commissioner, 50-1 usr« 
{ 10,763, 181 F. (2d) 424 (CA-2) (proper care, 
support and maintenance); Berry v. Kuhl, 49-1 
ustc { 10,720, 174 F. (2d) 565 (CA-7) (accident, 
illness, support or maintenance). 

"As to the word ‘‘comfort,’’ the cases are 
not in accord, Turk, ‘‘Powers of Appointment,’’ 
93 Trusts and Estates 752, 754, 803 (1954). 

” The cases involved the question of whether, 
when a grantor of a trust reserves to himself 
the right to invade principal for the benefi- 
ciaries, the trust should be included in his 
estate for estate tax purposes on the ground 
that he retained the right to alter, amend or 
revoke. It has been held that he has not 
retained such right when his power is limited 
by standards such as education, maintenance 
and support, Estate of Robert W. Wier, CCH 
Dec. 18,533, 17 TC 409 (1951); Hstate of Walter 
E. Frew, CCH Dec, 15,848, 8 TC 1240 (1947); 
or sickness and emergencies, “state of Milton 
J. Budlong, CCH Dee, 15,378, 7 TC 756 (1946), 
aff'd on this point, 48-1 ustc { 10,593, 165 F. (2d) 
142 (CCA-1, 1947) 

” Funk, Falk and May, cited at footnote 36 

* Kennedy Federal Income Taxation of 
Trusts and Estates (1948), p. 122 
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porate trustees in administering sprinkling 
trusts were made known to the testator or 
grantor, he might be prevailed upon to 
appoint a corporate trustee; in any event, 
if the supervisory power of equity were 
made known to him, he might be willing 
to appoint as trustee an individual who is 
not a member of the class of beneficiaries 
and who is not subservient. (“Subservient” 
is used herein to describe a trustee who is 
a related or subordinate party subservient 
to the wishes of the grantor. Section 672(c) 
defines “related or subordinate party,” and 
provides that such a party shall be presumed 
to be subservient unless the contrary is 
shown. Thus, the question of subservience 
is a question of fact.) 


Power to make annual demand.—The 
testator or grantor may object to appointing 
anybody except his primary beneficiary (for 
example, his son) as trustee because he 
wants him to have the trust to fall back on 
without being beholden to any other person 
This objection might be overcome by re- 
sorting to the “lapse of power” provisions 
under which the could be given the 
right to demand that there be paid to him 
annually out of principal the greater of the 
following amounts: $5,000 or 5 per cent of 
the current value of the entire trust fund. 


son 


The possession of such a right to demand 
principal is dealt with leniently by the Code. 
Insofar the gift tax is concerned, the 
son's failure to exercise the power would 
not be considered a gift.” By reason of 
possessing such a power, the son’s estate 
would be increased for estate tax purposes, 
but only by the amount which he could have 
drawn from principal during one year—the 
year of his death.” In addition, the son 
would be obliged to pay taxes on the income 
which would be attributable to the princ#pal 
he could have drawn out of the trust, even 
though the trustee allocated all the income 
to others.” 


as 


® Sec. 2514(e). 
* Sec. 2041(b) (2). 


“% Mallinckrodt v. Nunan, 45-1 ustc { 9134, 146 
F. (2d) 1 (CCA-8); Ruth W. Oppenheimer, cited 
at footnote 36 

The income tax situation would be different 
in the case of accumulation trusts. This arises 
from the fact that the son's indefeasible right 
to take a fixed amount or percentage of the 
principal annually would, for income tax pur- 
poses, place him in a position analagous to 
that of a beneficiary to whom the trustee was 
obliged to pay that amount or percentage 
annually, As a result, in the case of an accumu- 
lation trust, the son's income tax obligation 
would be measured differently so far as accumu- 
lated income is concerned, In such a case, if 
the son drew out principal, the amount of prin- 


542 July, 


ning is that of tax certainty. More- 




































































Appointing an outside cotrustee.—At this 
juncture, it becomes necessary to define “co- 
trustee”—“outside” and “inside.” 


“Cotrustee” will be used to describe a 
person acting as trustee together with a 
member of the class of beneficiaries. “Out- 
side” will be used to describe a cotrustee in 
two different settings: (1) with respect to 
the other trustee who is a member of the 
class of beneficiaries, to describe a cotrustee 
who is not likely to be subject to the control 
of the trustee-member of the class, either by 
reason of relationship or by employment; 
and (2) with respect to the grantor, to 
describe a cotrustee who is not subservient. 
“Inside” will likewise be used in the same 
two settings to describe a cotrustee who is 
not an outside cotrustee. 


The testator or grantor may object to 
appointing any trustee who is not a member 
of the class of beneficiaries—not on the 
ground that he wants the principal bene- 
ficiary to have the absolute right to get 
funds from the trust, but because he wants 
him to have a voice as to how the income is 
to be sprinkled. In such a case, the appoint- 
ment of a sole trustee who is a member of 
the class of beneficiaries could be avoided 
by inducing the testator or the grantor to 
confer the power to sprinkle on two trustees, 
let us say, his son (who would be a member 
of the class of beneficiaries) and an outside 
cotrustee. Since the trustees would have to 
act jointly, the son would have a voice as 
to the allocation of the income. 


The income of the trust would not be 
taxable to the grantor because, within the 
meaning of Section 672(a), the son would 
be an adverse party since he would have 


“a substantial beneficial interest in the 


trust which would be adversely affected by 
the exercise or nonexercise of the power” 
he possessed.” (Actually, the result would 
be the same taxwise so far as the grantor 


cipal withdrawn would be taxed either as income 
received and distributed by the trust during 
the year in which the son withdrew the prin- 
cipal (Sec. 662(a)(2)) or as an accumulation dis- 
tribution under the new five-year throwback 
provision (Secs. 665-668). Cf. Smith v. West- 
over, 50-1 ustc $9224, 89 F. Supp. 432 (DC 
Calif.), aff'd, 51-2 ustrc § 9469, 191 F. (2d) 1003 
(CA-9). 


Query: Would the same results follow in the 
case of a trust with accumulated income in a 
year in which the son permitted his power to 
lapse? 

% Robert 8. Bradley, CCH Dec. 


12,966, 1 TC 


566 (1943). Note the implications in Loeb v. 
Commissioner, 40-2 usrc { 9601, 113 F. (2d) 664 
(CCA-2). 
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Unless an adequate standard is 
imposed upon the sprinkling power, 
it seems apparent that 

to appoint an inside cotrustee 
would be to court danger. 


is concerned even if the son and an inside 
cotrustee,” or the son alone, were appointed.) 


Turning to the son, the income of the 
trust would not be taxable to him because 
his power to vest the corpus or income in 
himself would not be exercisable by him 
“solely” within the meaning of Section 678 


(a) (1). 


In short, from the viewpoint of both the 
grantor and the son, there would be no ad- 
verse income tax consequences even though 
no restriction of any kind were imposed on 
the trustees’ sprinkling power. 


The fact that the trust will include stock 
of a family corporation which should be 
voted by the son need not bar the appoint- 
ment of an outside cotrustee, because, by the 
express terms of the trust instrument, the 
son could be given the exclusive power to 
vote the stock.” 


Inside cotrustee.—As noted above, the ap- 
pointment of an inside cotrustee to serve 
with the would present no difficulties 
so far as the grantor is concerned, whether 
or not a limitation were imposed on the 
power to sprinkle. However, from the view- 
point of the son, the appointment of such 
an inside cotrustee would raise perplexing 
questions if no limitation were imposed. 


son 


Suppose another member of the class of 
beneficiaries, let us another son of 
the testator or grantor, were appointed co- 
trustee with the son, and no limitation was 


say, 


it should be noted that under 
this subsection, if there were three trustees 
the son and two inside cotrustees—the income 
would be taxed to the grantor since more than 
half of the trustees would be subservient. 

* As to conferring certain powers exc!usively 
on one of several trustees, see Stephenson, 
Drafting Wills and Trust Agreements (1952), p. 
90. However, in New York, a provision in a 
will giving one of several! trustees the sole right 
to vote stock was held ineffective on the ground 
that the right to vote stock cannot be severed 
from legal title except by a formal voting trust 
agreement. Feldsine v. Feldsine, 119 N. Y. S 
(2d) 220 (1953). If this case correctly sets forth 
the New York law, it seems that the New York 
Stock Corporation Law, Sec. 48, offers a solution 

a provision to the effect that both trustees 
shall vote, but if they cannot agree, then they 
shall vote as directed by the son 


% Sec. 674(c); 
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imposed on their power to sprinkle. Al- 
though both sons could take the income or 
principal for themselves, neither would have 
a power exercisable “solely” by himself 
However, it seems not inconceivable that 
the courts would put a gloss on the word 
“solely” and tax the income to both 
by reason of their joint power.” 


sons 


Assume that a person who is not a member 
of the class of beneficiaries, for example, the 
wife of the testator or grantor (the son’s 
mother), were appointed as cotrustee, Here, 
again, under a literal reading of Section 
678(a), a son would not have the power to 
vest income or principal in himself “solely.” 


Nevertheless, might not the question of 
whether the income would be taxable to 
the son by reason of his dominion and 


control turn on one of two questions of 
fact—whether the mother was intended by 
the creator of a trust to exercise independ- 
ent judgment and whether in fact she had 
done so.” 


Suppose there were two separate cross- 
trusts—in other words, the testator ap- 
pointed son A as the sole trustee of one 
trust empowered to sprinkle the trust in- 
come to son B and B’s descendants, and 
similarly, named son B as sole trustee of 
the other trust empowered to sprinkle the 
income to son A and A’s descendants. 
Query: If there were no limitation imposed 
on the powers of either son, might a court 
inquire as to whether each son actually was 
intended to have and in fact did have the 
power “solely” to vest or corpus 
in himself? ® 


income 


Unless an adequate standard is imposed 
upon the sprinkling power, it seems apparent 
that to appoint an inside cotrustee would be 
to court danger. 


Family property planners should realize 
“that the prime requirement for their plan- 

* Though, under Sec. 671, the courts are now 
prohibited from going outside Secs. 671-678 in 
order to tax trust income on the basis of do- 
minion and control, it would seem the courts 
are still free in applying those sections to cast 
aside what they regard as sham, so as to tax in 


accordance with their conception of basic 
realities. Cf. Spies v. U. 8., 49-2 ustc J 9383, 
84 F. Supp. 769, aff'd, 50-1 usre § 9202, 180 F 


(2d) 326 (CA-8); and cases cited at footnote 59 
See also 1 USC Sec. 1, which provides: ‘In 
determining the meaning of any Act of Con- 
gress, unless the context indicates otherwise 
words importing the singular include and apply 
to several persons, parties, or things 
” Cf. Franklin Flato, CCH Dec. 17,706, 14 TC 
1241 (1950), aff'd, 52-1 uste 19282, 195 F. (2d) 
580 (CA-5):; Stix v. Commissioner, cited at foot 
note 44, aff’'g CCH Dec. 14,492, 4 TC 1140 (1945) 
See also Spies v. U. 8., cited at footnote 58. 
“Cf. cases cited at footnotes 58 and 59 
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ning is that of tax certainty. . . . More- 
over, many of the family property planners 
allow an appreciable margin to exist between 
their course and the dividing line. They 
are therefore usually untroubled by the 
slight bends in that line thought neces- 
sary by the Treasury to catch the tax 
avoider who charts his course as close to 
the line as possible.” “ 


Appointing a spouse as trustee or co- 
trustee.—Suppose the testator or grantor 
has no desire to have his spouse” become 
a member of the class of beneficiaries and 
is willing to give her the power to sprinkle 
among the members of a class composed of 
the son and the son’s descendants. If she 
were appointed the sole trustee, she would 
have no adverse interest in the trust, and 
therefore, regardless of whether her sprink- 
ling power were restricted, the income, in 
the case of an inter vivos trust, would be 
taxable to the husband-grantor. This was 
the law under the Clifford regulation,” and 
it remains unchanged under the new Code.” 


On the other hand, the case of the wife 
as one of two trustees presents a startling 
development. Under the old Clifford regu- 
lation, naming a wife as trustee to act with 
any other trustee, even though not sub- 
servient, would have resulted. in the trust 
income being taxable to the grantor re- 
gardiess of whether any limitation was 
imposed on the trustees’ sprinkling power.” 
However, the law on this point has been 
changed, The new Code, by Section 674(c), 
provides, in effect, that the trust income will 
not be taxable to the grantor if not more than 
half of the trustees are subservient—which 
means that now the income will not be 
taxable to the grantor if the wife is a trus- 
tee, provided there is another trustee who 
is not subservient. 

Accordingly, Murray writes: 

“It is now possible, especially with the 
new short-term trust and independent trus- 
tee provisions, to have income or corpus 
effectively ‘sprinkled’ among the family group 
without having to delegate this power ex- 
clusively to an outside trustee. The trust 


“HH. Brian Holland, Lloyd W. Kennedy, 
Stanley S. Surrey and William C. Warren, ‘‘A 
Proposed Revision of the Federal Income Tax 
Treatment of Trusts and Estates—American 
Law Institute Draft,’ 53 Columbia Law Re- 
view 316, 360 (1953) 

@ The word ‘‘spouse,’’ when used in the text, 
means either a husband or wife living with 
the grantor. The word ‘‘wife,’’ when used in 
the text, likewise means either a husband or a 
wife living with the grantor. 


*® Regs. 118, Sec. 39.22(a)-21(d)(1) 
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services offered by banks take on new 
importance as they can now be effectively 
utilized without the loss of the personal 
touch of a relative who can be joined with 
the bank to constitute an integral ‘inde- 
pendent’ trustee.” “ 


Casner, referring to a sprinkling trust 
under which the grantor has appointed his 
wife and a bank or trust company as co- 
trustees, observes: 


“The fact that the settlor can make his 
wife one of the trustees in a flexible trust 
of that type is important because his wife 
will have a veto power in connection with 
the exercise of the discretion given; the 
existence of such control in one as close to 
the settlor as his wife may make such 
irrevocable inter vivos trusts more desirable 
from a family standpoint.” “ 


Abandoning Sprinkling as Opposed 
to Appointing Member of Class 
of Beneficiaries as Sole Trustee 


Assume a case in which sprinkling trusts 
would prove distinctly desirable, but in 
which the testator is steadfast in his refusal 
to confer the power to sprinkle upon any- 
one except a trustee who is a member of 
the class of beneficiaries (let us say his 
son). In such a case, should one entirely 
abandon the provision for sprinkling in- 
come, or should one pursue the only remain- 
ing prudent course, namely, to appoint the 
son but limit his power to sprinkle by a 
carefully chosen standard? 


In several articles, it has been argued 
that it is inadvisable to pursue the latter 
course for at least three reasons.” 


The first of the three reasons is that if 
the son is limited by a standard, his freedom 
of action will be so restricted as to defeat 
the real purpose of the sprinkling trust— 
broad flexibility.” It seems to us, however, 
that any of the three standards discussed 
above, namely, (1) support and maintenance, 
(2) education, support and maintenance or 
(3) maintenance of a specified scale of 

™ Sec, 674(a). 

® Regs. 118, Sec. 39.22(a)-21(d). 


‘Short-Term Trusts,’’ 93 Trusts and Estates 
1078, 1130. 

“ Article cited at footnote 42, p. 234. 

* McLucas, article cited at footnote 11; cf. 
Sutter, “The Pro and Con on the Use of 
Sprinkling Trusts,"’ 42 Jllinois Bar Journal 548, 
551 (1954), and Fleming, article cited at foot- 
note 7, p. 28. 


® McLucas, article cited at footnote 11, p. 978. 
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living, would prove sufficiently flexible to 
enable the son to carry out the wishes of 
the normal testator. This is somewhat evi- 
denced by the fact that even when non- 
subservient and disinterested trustees are 
appointed and there is, therefore, no neces- 
sity taxwise for limiting the trustee’s powers, 
testators and grantors, nevertheless, often 
impose such standards.” 


The second of the three reasons advanced 
against appointing the son but limiting his 
power to sprinkle income by a standard is 
that the standard might bar allocating the 
income in such a way as would serve to 
reduce income taxes. This seems to be 
based on two assertions: (1) If the son’s 
outside income is adequate for his own 
maintenance and support, he could not 
properly allocate income to himself; and 
2) if the son’s income is sufficient to sup- 
port his children, then the trust income 
could not properly be expended for them 
and might have to be accumulated.” 


Assuming the standard is one of the three 
mentioned above, it seems clear that these 
arguments would not hold good if the trus- 
tee-son has adult children—especially if 
the adult children in turn have children 
of their own. In that event, the income 
could be sprinkled to both the children and 
grandchildren, and the standard would go 
hand in hand with income tax reduction be- 
cause usually it would be the members of 
the family in relatively low brackets who 
would require the trust income and who 
would, therefore, be selected to receive it. 


Even in the case of a trustee-son with 
infant children, a sprinkling trust would 
prove more advisable, income taxwise at 
least, than giving the son the property 
outright or directing that it be placed in a 
trust and that all the trust income be paid 
to the son. If a sprinkling trust is created, 
then at least while the son is in high 
brackets it is not unreasonable to assume 
that he will be able to support his children 
out of his own income, and that taxwise 
it would be advisable to allow the trust 
income to accumulate so that it will be taxed 


” Thus, Rabkin and Johnson, Current Legal 
Forms, give sprinkling forms (Forms 8.24 h, r, 
Z, aa and bb), two of which, z and aa, are 
couched in terms of education, maintenance and 
support. 

™ McLucas, article cited at footnote 11, p. 977. 

™ Even while the children are infants, it is 
possible to sprinkle the income to separate sub- 
trusts set up for the respective children and 
then to accumulate income allocated to each 
subtrust. Where substantial amounts are in- 
volved, this procedure has been employed to 
obtain the combined advantages of sprinkling 
and accumulations. 
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to the trust in relatively low brackets. 
Moreover, as the children attain their ma- 
jority, the full income tax advantage of 
sprinkling will become available.” 


The last of the three reasons mentioned. 
in the articles is that the law might change.” 
The answer is that appropriate provisions 
to meet this contingency should be inserted 
in the will—a point to be discussed later. 


Effect of obligation to support—Section 
678(c).—The 1954 Code created a new 
argument against appointing the son as 
sole trustee. Several years before the new 
Code was adopted, it was argued that if 
the son were appointed trustee with power 
to sprinkle to a class consisting of himself 
and his infant children, he would find him- 
self in a position to determine whether his 
legal obligation to support his infant chil- 
dren should be satisfied from his own re- 
sources or from the trust income and that 
he, therefore, should be taxed on the trust 
income to the extent that it was used to 
support his children.“ At that time, there 
was, however, no direct authority to sus- 
tain that argument. Before the new Code 
was passed, the furthest the law had ad- 
vanced was Section 167(c) of the 1939 
Code, which provided that a grantor of a 
trust—as distinguished from a trustee who 
was not himself the grantor—was taxable 
on income derived from a trust which he 
himself created, to the extent that such 
income was used to support persons he 
was obligated to support. 


Section 678 of the 1954 Code extends the 
doctrine to persons other than the grantor. 
It is believed that subsections (a) and (c) 
of Section 678, when read together, mean 
that if by the terms of the will or trust 
instrument any person (whether he be the 
only trustee or a cotrustee) is given the 
sole power to decide whether or not to 
apply trust income to the support of a 
beneficiary whom he is legally obligated to 
support, then such trustee or cotrustee 
shall be taxable on the income to the extent 
that it is actually so applied.” Section 678 


™ McLucas, article cited at footnote 11, p. 977; 
cf. Fleming, article cited at footnote 7, p. 28; 
Casner, article cited at footnote 25, p. 25. 

™ McLucas, article cited at footnote 11, p. 977; 
ef. Stix v. Commissioner, cited at footnote 44. 

* The use of the word “‘solely’’ in subsec. 
(a) of Sec. 678 and the use of the word ‘‘co- 
trustee’’ in subsec, (c) would seem to create 
no inconsistency, since a particular power may 
be conferred exclusively upon one of two or 
more trustees. 

Another point: The question has been raised 
as to whether subsec. (c) applies even where 
(Continued on following page) 
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applies to all trusts, old and new, testamentary 
and inter vivos, sprinkling and nonsprin- 
kling. In the case of a sprinkling trust, 
it applies regardless of whether the trustee is 
himself a member of the class of beneficiaries. 


Whether, to what extent, and during what 
portion of a trust period Section 678(c) 
will adversely affect a sprinkling trust 
income taxwise will vary, depending upon 
many factors. The general rule under state 
law is that the mother is under no obliga- 
tion to support the children while the father 
is alive, and, what is more, that the father’s 
obligation ceases when the children attain 
their majority or marry.” The section, 
therefore, usually will not apply where the 
mother is the trustee while the father is 
alive, nor will it apply where the class of 
beneficiaries is made up of adult children 
and their descendants. 


Moreover, even giving the son the power 
to sprinkle income among children he is 
obligated to support, as has been pointed out 


above, is not without decided advantages. 


Avenues of Escape if Trustee 
Who Is Member of Class of Beneficiaries 
ls Appointed as Sole Trustee 


If a member of the 
class of beneficiaries is appointed as the 
sole trustee, it would seem advisable, for 
the reasons suggested above, to provide in 
the trust instrument for some alternative ar- 
rangement which could be invoked in the 
event the law changes—preferably some 
arrangement that would, so far as possible, 
preserve the advantages of sprinkling. Thus, 
the trust instrument could empower the 
son to resign at any time or to surrender 
his power to sprinkle at any time, but, never- 
theless, to remain as trustee—the power to 
sprinkle then to pass to some new trustee or 
new cotrustee named in the trust instrument, 


trustee who is a 


If the testator wants to be assured that 
his son, even if he surrenders his power 


(Footnote 75 continued) 
the trustee or cotrustee has no discretion but is 
required to apply the income to the support of 
a beneficiary whom he is legally obligated to 
support. (Kamin, Surrey and Warren, ‘The 
Internal Revenue Code of 1954: Trusts, Estates 
and Beneficiaries,”’ 54 Columbia Law Review 
1237, 1263-1264.) It seems to us, however, that 
the section applies only where discretion is 
conferred, since it refers to a ‘‘power’’ which 
“enables’’ the trustee or cotrustee to apply the 
income. 

For an analysis of Sec. 678 and a history of 
the taxability of grantors and nongrantors on 
the income of support trusts, see Winton, 
‘Trusts for Support of Dependents,"’ 94 Trusts 
and Estates 196 (1955). 
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to sprinkle, will never be entirely beholden 
to the new trustee, the trust instrument 
could provide that the son shall have the 
right to demand up to $5,000 or 5 per cent 
of the trust fund annually,” commencing 
as of the time the son resigns or surrenders 
his power to sprinkle. 


A different type of alternative arrange- 
ment could be attained by conferring on the 
son the right at any time to give any part 
of the trust outright or in trust to any 
persons except himself, his creditors, his 
estate or the creditors of his estate. This 
would be a limited power, and its excrcise 
would not be considered a gift for gift 
tax purposes.” Then, in the event the ap- 
plicable income tax law changes adversely, 
the son, through the exercise of his limited 
power of appointment, could create a new 
trust out of part of the corpus of the old. 
He would remain eligible to receive income 
from the remaining portion of the old trust 
but not from the new trust, and in this 
way, with a reasonable degree of accuracy, 
he could limit his income tax liability. 
The new trust could be for the benefit 
of any beneficiaries in whose favor the son 
could exercise his limited power. More- 
over, the new trust could be a trust giving 
the trustees unrestricted power to sprinkle 
income and principal, and the trustees could 
be his wife and a second trustee who is 
not subservient ™; or the son could name 
himself the trustee of the new trust and 
reserve to himself the power to sprinkle 
principal pursuant to a “reasonably definite 
standard.” ™ 


General Conclusions 
as to Choice of Trustee 

There is no objection to appointing a 
member of the class of 
trustee, provided an outside cotrustee is 
also appointed. On the other hand, the 


appointment of a trustee who is a member 
of the class of the 


beneficiaries as 


beneficiaries as sole 


%67 Corpus Juris Secundum 688 and follow- 
ing; cf. Anthony J. Drexel Biddle, Jr. et al., 
CCH Dec. 16,707, 11 TC 868 (1948), but see 
W. C. Cartinhour et uxz., CCH Dec. 13,811, 3 
TC 482 (1949). 

See discussion of 
demand. 

™ Sec. 2514(b) and (c). 

” Without inviting any adverse income tax 
consequences, the son could retain any control 
that would fall short of causing the income to 
be taxable to him if he, himself, were the 
grantor; Sec. 678(a) (2). 

*® Sec. 674(b) (5) (A). 


power to make annual 
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trustee should be discouraged. When, how- 
ever, the testator or grantor insists on this 
course, it becomes necessary to limit the 
trustee’s sprinkling powers. Nevertheless, 
appointing a trustee who is a member of the 
class of beneficiaries and limiting his power 
to sprinkle may often prove preferable to 
abandoning the advantages of sprinkling. 


However, as noted above, experience has 
demonstrated that where the amount in- 
volved is substantial and the trust is de- 
signed to last for a considerable period, the 
most advisable course is to confer the 
sprinkling power upon a trustee who is not 
a member of the class of beneficiaries—in 
many cases, a corporate trustee. 


COMBINATIONS 


The power of a trustee to sprinkle is not 
infrequently effectively combined with other 
powers, such as the power to accumulate 
income, to invade principal, to pay annui- 
ties, to maintain a residence or to 


pay 
premiums on life insurance.” 


Combination with Trust to Take Out 
and Maintain Insurance 


The testator may wish to provide in his 
will for a trust to take out and maintain insur- 
ance on his son’s life. One of the advantages 
of a trust to carry insurance on the life of a 
person other than the grantor—for example, 
the son—is income tax saving which results 
from the fact that it is the trust, as a 

%! Combined with accumulation trusts (Ruth 
W. Oppenheimer, cited at footnote 36); with 
trusts of a residence (Lord Tollemache v, Com- 
missioners of Inland Revenue, XI Repts. of Tax 
Cases 277 (1926)); with trusts of insurance on 
relatives’ lives (Simonds v. Hassett, 45-1 vusrt« 
7 9149, 58 F. Supp. 911 (DC Mass.)); and also 
with trusts empowering the invasion of prin- 
cipal (W. K. Frank Trust of 19381 v. Commis- 
sioner, 44-2 ustc 1 9498, 145 F. (2d) 411 (CCA-3), 
aff'g CCH Dec. 13,635(M), 2 TCM 1107). 

Casner, in “The Internal Revenue Code of 
1954: Estate Planning [Part II]."" 68 Harvard 
Law Review 433, 464, gives the following exam- 
ples of complex trusts under the 1954 Code: 

*(9) A trustee is given discretion to pay the 
income to one or more members of a group 
consisting of A, A’s wife, and A's living issue, 
at such times and in such amounts as the 
trustee in his uncontrolled discretion may 
determine, any income not so paid out to be 
accumulated. On A's death, the trustee is to 


pay the corpus and accumulated income to 
designated persons. This is a discretionary 
spray and accumulation trust. It is not a 


simple trust. The income will be taxed to the 
trust if accumulated and otherwise to the bene- 
ficiaries in the amounts received by each (under 
the new Code as well as the old), except to the 
extent the trust may be caught by the five-year 
throwback rule in the year of final distribution 
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separate taxpayer—as distinguished from 
the son—which pays taxes on that part of 
the trust income which is used to pay pre- 
miums. In other words, the trust income 
used to pay the premiums is accumulated 
and taxed accordingly.” It is particularly 
desirable to combine the insurance feature 
with an authorization to sprinkle income. 
This is the reason. The trustee, in order 
to procure a policy on the son’s life, would 
have to get the son’s consent. The son 
would have to sign an application for the 
insurance and submit to a physical exami- 
nation. As would often be the case, the 
will might merely provide that any trust 
income not used to pay for the insurance 
should be paid to the son. It could then 
be argued that the son had it within his 
power to make the income his own simply 
by refusing to sign the application and to 
submit to an examination and that, there- 
fore, he had such “unfettered command” 
over the income as would warrant its being 
regarded as his, even though it was actu- 
ally used to pay premiums.” One way to 
avoid this possible pitfall would be to pro- 
vide that any used to pay 
premiums could be sprinkled among the 
son and his family. Then it could not be 
argued that the son had it within his power 
to make the income his own. 


income not 


On the other hand, combining the insur- 
ance feature with a power to sprinkle prin- 
cipal might prove inadvisable because if 
principal were distributed, it would be re- 


**(10) A discretionary spray and accumulation 
trust is set up with a provision giving the 
trustee the power to spray the accumulated 
income and corpus among the income bene- 
ficiaries. This is a discretionary spray and 
accumulation trust with discretionary distribu- 
tion of accumulated income. This trust is like 
example (9) above except that the trust may 
get caught by the five-year throwback rule a'so 
in years in which it pays out more than the 
distributable net income.”’ 

Cf. Trachtman, article cited at footnote 27, 
p. 445. . a trust is an instrument by which 
the testator can have played the melody or 
melodies which he chooses.’’ 

*® Kennedy, work cited, Sec. 56.4: Mannheimer 
and Wheeler, ‘‘Trusts of Insurance on Rela- 
tives’ Lives,"’ 27 Taxes 453 (May, 1949), also 
3 Journal of the American Society of Chartered 
Life Underwriters 238 (1949) 

8 Alfred Cowles, CCH Dec. 
(1946). Here the income beneficiary was one 
of the trustees and consented to the trust's 
buying insurance on his life. The income used 
to pay premiums was taxable to him upon the 
ground that he could have blocked the taking 
out of the policy and thus become entitled to 
all of the income. 


14,916, 6 TC 14 
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garded as a distribution of the income used 
to pay premiums (and thus accumulated). 
Therefore, the principal distribution would 
be taxed as if it were income distributed 
to the beneficiary if the principal distribu- 
tion fell within the purview of the new 
five-year throwback (Code Sections 665 to 
668) and were not protected by one of the 
exceptions Code Section 
665(b). One of those exceptions is “emer- 
gency needs.” If it is desired to confer 
the power to sprinkle, for purposes other 
than “emergency needs,” consideration should 
be given to dividing the available corpus 
into two separate trusts: one a combination 
insurance and income-sprinkling trust, the 
other a trust under which both income and 
principal may be sprinkled. 


enumerated in 


Combination with Other Powers 
to Achieve Flexibility 


Considerable flexibility can be obtained 
by combining the power to sprinkle with 
other powers and with powers of appoint- 
ment. As applied to the father-son relation- 
ship, the following will serve as illustration 


(1) The son is appointed trustee, but an 
outside cotrustee is given the power to 
sprinkle not only income, but also principal 
(even to the extent of all, if necessary) 
among a class composed of the son, his 
spouse and descendants. The will directs 
the cotrustee to give first consideration to 
the requirements of the son to the end that 
trust funds shall not be diverted to others 
if required by the son to maintain a stand- 
ard of living prescribed in the will. 


(2) The son is given the right to consume 
as much principal as may be necessary to 
enable him to maintain that standard of 
living. Under the Code, this is a nontaxable 
power, and it is to be noted that the power 
is vested in the son—not in the cotrustee.™ 
If the exists, the cotrustee is 
powerless to prevent its exercise. 


necessity 


(3) The son is given the exclusive right 
to decide all questions pertaining to trust 


investments.” If there is a family corpora- 


tion, the son is given the sole right to vote 
its stock.” 


(4) The son is given what, for all prac- 
tical purposes, can be regarded as an unre- 
stricted right to say at any time during his 
lifetime or in his own will what is to be- 
come of the trust fund.” If he wants part 
of the fund to go to his own children, he 
can decide in what proportions it shall be 
divided among them. Moreover, if the 
applicable rule against perpetuities permits, 
he can decide whether it shall be held in 
trust for them and, if so, he can prescribe 
the terms of those trusts. If he chooses, 
he can confer on his own children rights, 
powers and privileges corresponding to 
those which he himself possesses.” 

(5) Finally, the will can recite that in 
the event of unforeseen, drastic changes 
affecting property rights, taxation, or social, 
political or economic conditions, the out- 
side cotrustee shall have the right to end 
the trust entirely by paying over the entire 
fund to the son absolutely.” 


A sprinkling trust containing the features 
enumerated would leave intact the tax ad- 
vantages discussed without sacrificing flexi- 
bility and without barring the son from 
administrative control. 


CONCLUSION 


Due to high income tax rates and the 
decreased purchasing power of the dollar, 
it is becoming more and more difficult to 
meet current living expenses, much less to 
build up an estate. There is no way of deter- 
mining the extent to which these changed 
conditions have brought about changed will 
patterns, but it is safe to venture that the 
correct answer is “not enough.” 


Though intensely mindful of their own 
income tax situation, men of means often 
have wills which plainly show that no 
thought whatsoever has been given to the 


(Continued on page 554) 





™ Code Sec, 2041(b)(1)(A) 

"Stephenson, work cited, pp. 83 
lowing 

* But as to New York, see footnote 57. More- 
over, in the case of an inter vivos trust, the 
fact that the power is exercisable by a trustee 
does not preclude it from being deemed a non- 
fiduciary power within the meaning of Code 
Sec. 675(4) if it is established that the trustee 
has exercised the power for the benefit of the 
settior rather than the beneficiaries. Casner, 
article cited at footnote 42, p. 230 
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" A power of appointment will not be taxable 
as a general power if it is not exercisable in 
favor of the donee, his estate, his creditors or 
the creditors of his estate. Code Secs. 2041 
(b) (1) and 2514(c). 

“™ As a general rule, it is now possible to exer- 
cise a nontaxable power by creating new 
powers. Code Secs. 2041(a)(3) and 2514(d). 

"For example, will of Frank A. Vanderlip, 
discussed in Wormser, Personal Estate Planning 
in a Changing World (1942), p. 8. 
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Better Accounting for Government 


The Budgetary Process in the United States. 
Arthur Smithies. McGraw-Hill Book Com- 
pany, Inc., 330 West 42nd Street, New 
York 36, New York. 1955. 


The federal budget has so greatly out- 
grown the procedures by which it is deter- 
mined that “it is not far short of miraculous 
that the process works as well as it does,” 
says Professor Arthur Smithies, chairman 
of the Economics Department at Harvard 
University, in a research study prepared by 
him for the Committee for Economic De- 
velopment. 


Professor Smithies’ book is a compre- 
hensive analysis of the problems involved in 
the determination and control of govern- 
ment expenditures. He presents detailed 
proposals to make the budget more under- 
standable and to simplify executive branch 
preparation and Congressional action. 


The Federal Budget 


Federal Economic 
Fise al 1956 
feller 
1955. 


and Soctal Programs, 
The Tax Foundation, 30 Rocke- 
Plaza, New York 20, New York. 
19 pages. Single copies free. 


new series of 
research studies by The Tax Foundation. 
It is a breakdown of expenditures in the 
federal budget categorized as aids to agri- 
culture, labor, veterans, home 
owners and others. The study reveals that 
the federal budget for 1956 shows 
that one of every five dollars of proposed 
expenditures is for programs with economic 
or social objectives. 


This is the second of a 
business, 


fiscal 


Anybody’s Investment 


Your Investments 
Research Council, 


Ameri- 
Publications 


Barnes. 
Inc., 


Leo 
can 


Books 


Of 
interest 
to the Tax Man 


Division, 11 East 44th Street, New York 17, 
New York. 1955. 128 pages. $3. 

This book contains a good deal of ele- 
mentary knowledge, and it is replete with 
charts and checklists showing all possible 
combinations of data on stocks and bonds, 
such as companies that boost dividends 
regularly; possible growth companies of to- 
morrow; debt-free companies ; common stocks 
selling below net working capital; regular 
stock dividend payers; common stocks sell- 
ing substantially below postwar peaks; 
cumulative preferred stocks with dividend 
arrears; and convertible preferred stocks, to 
name a few. 


Kentucky Finances 


Kentucky Financial Report. Division of 
Accounts, Department of Finance, Frankfort, 
Kentucky. 1955. 110 pages. 

The 1953-1954 financial report of the 
Commonwealth of Kentucky has just been 
issued. It includes a discussion of the man- 
agement of the state’s finances, and deals 
primarily with the general fund, road fund 
and trust and agency fund. Expenditures 
from the general fund go 53 per cent to 
education; 29 per cent to health and wel- 
fare; 17 per cent to general government; 
and | per cent to agriculture and conserva- 
tion. Expenditures from the trust and agency 
fund are 66 per cent for health and welfare; 
16 per cent for education; 10 per cent for 
general government; and 8 per cent for 
agriculture and conservation. The road fund 
is expended 100 per cent for 
highways 


roads and 


Pennsylvania Problems 


The Pennsylvania Tax Problem—-1955. Tax 
Institute, Inc., 457 Nassau Street, Princeton, 
New Jersey. 1955. 212 pages. 

This book contains the papers presented 
at the Conference on Pennsylvania Taxation 
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held at Harrisburg on April 5 and 6, 1955, 
under the auspices of Tax Institute, Inc. 
At this conference, qualified representatives 
of business, the accounting and legal profes- 
sions, government and education presented 
papers on various phases of Pennsylvania’s 
budget and tax problems: 

James C. Charlesworth, Secretary of Admin- 
istration, and staff—“New Management Tools 
for the Commonwealth of Pennsylvania.” 

Alfred G. 
finance, 


Juehler, professor of public 
University of Pennsylvania—“A 


Survey of the Pennsylvania Tax Situation.’ 


Sherwood Reeder, president, state division, 


Pennsylvania League, Inc.—‘Com 
parison of Pennsylvania Budget and Cost 


of Government with That of Other States.’ 


Kx onomy 


Paul H. Wueller, director of research and 
statistics, Pennsylvania Joint State Govern- 


ment 


Commission—*Financing Education in 


Pennsylvania.” 


Gerald A. 
“Tax 


Gleeson, Secretary of Revenue 
Administration in the Secretary of 
Revenue’s Office.” 

Arnold L. Edmonds, manager of research 
bureau, Pennsylvania State Chamber of Com- 
merce—Comparison of the Burden of Tax- 
ation on Business and Industrial Development 
in Pennsylvania with That of Other Indus- 
trial States and Industrjal Development in 
These States.” 


Leon D. Metzger, attorney; former Secre- 
tary of Revenue—‘“‘Appraisal of Corporate 
Taxes in Pennsylvania—Net Income 
Capital Stock (Franchise) Taxes.” 


and 


Russell H. Mack, professor of economics, 
Temple University—‘Appraisal of Gross 
Income, Receipts, Sales and Use 
Taxes, Including a Discussion of Pennsyl- 
vania Sales Tax.” 


Gross 


William F. Connelly, manager of the tax 
department, J. Wm. Hope and Company; 
State of Con 
“Sources of Revenue in Other States 
Might Be Utilized by Pennsylvania.” 


former Tax Commissioner 
necticut 


That 
Other speakers and topics were: 


Stanley J. Bowers, Commissioner of 
tion, State of Ohio 
the Economy.” 


John V. director of the state 
taxation department, Indiana State Chamber 
of Commerce— 


Taxa- 
“Ohio Tax System and 


Jarnett, 


Tax as Ex- 
Indiana.” 


“Gross Income 


emplified by Tax in Effect in 


Chester B. Pond, director of research and 
statistics bureau, New York State Tax and 
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Finance Commission—‘Personal 
as Exemplified by 


York.” 


Income Tax 


Tax in Effect in New 


Michigan Report 


Michigan Government in Brief. Daniel S$ 
McHargue. University of Michigan Press, 
311 Maynard Street, Ann Arbor, Michigan. 
1955. 66 pages. One to ten copies, $1.50 
each; ten or more, $1.25 each. 

This book is prepared for those who wish 
an elementary discussion of governmental 
organization and management. It will prove 
a useful tool for community leaders who 
are interested in learning more about gov- 
ernment in Michigan. Michigan gets 38 per 
cent of its money from sales and use taxes; 
19 per cent from gas and weight taxes; 12 
per cent from the federal government; 6 
per cent from specific taxes; 5 per cent from 
enterprises; and 4 per cent from each of the 
following catagories: cigarette tax, corpora- 
tion tax, and all other taxes except the in- 
tangibles tax, which yields 2 per cent. 

Michigan spends 33 per cent of its money 
on education; 20 per cent on highways; 16 
per cent on welfare; 10 per cent on general 
government; 7 per cent on mental health; 
4 per cent on safety; 3 per cent on public 
health; 3 per cent on debt service; and 2 
per cent on conservation. 

The author is assistant professor of 
political science at the University of Michigan 


City Taxes 
Tax Policy 
sau Street, Princeton, New Jersey. 12 pages 
50¢. 
The January-February, 1955 issue of Tax 
Policy is devoted to the financial problems 


Tax Institute, Inc., 457 Nas 


of metropolitan areas. The text is based 
upon questions that were asked at the re- 
cent Tax Institute symposium on the sub- 
ject of financing metropolitan government 


Antitrust Laws 


Understanding the Antitrust Laws 
G. Van Cise. Practising Law Institute, 20 
Vesey Street, New York 7, New York 
1955. 173 pages. 


Jerrold 


This book seeks to explain in simple terms 
what the antitrust laws are and how they 
have come to assume their present form 
The author, a well-known writer on the 
subject of antitrust law, is a member of the 
law firm of Cahill, Gordon, Reindel & Ohl 
in New York City 
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Classifying State Income Tax 


“The Legal Nature of the State Income 
Tax,"’ by Charles R. Lockyer. Kentucky 
Law Journal, Winter, 1955. 


The author is a research associate, 
Bureau of Business Research, University 
of Kentucky. 


The legal nature of the income tax is by 
no means of entirely academic interest; 
rather, it sheds light on several aspects ot 
practical importance. The nature of the tax 
is of much importance in the determination 
of the constitutionality of the act. It directly 
affects a state’s jurisdiction to impose in- 
come taxes. It also plays an important 
role in ascertaining which items are properly 
includable in income, as well as determining 
the appropriateness of a method for allo- 
cating the income that corporations derive 
from two or more states 


Strictly speaking, a personal tax is “a tax 
on the person without reference to property 
as a capitation or poll tax.” (Black’s Law 
Dictionary (3d Ed., 1933), page 1705.) In- 
asmuch as states impose income taxes on 
income and not on a per capita basis, most 
courts have refrained from classifying the 
income tax as a personal tax 


The courts to 
regard income taxes as property taxes may 
be traceable to Pollock v. Farmers’ Loan and 
Trust Company, 157 U. S. 429, 155 S. Ct 
673 (1895), and 158 U. S. 601, 155 S. Ct. 912 
(1895), involving the constitutionality of the 
federal individual income tax of 1894. State 
court which classified income 
taxes as property taxes, fall into two distinct 
categories—that is, the property or subject 
of the tax is sometimes the income-producing 
property, sometimes the income itself. Al 
though most states the former 
classification, Massachusetts and a few other 
states embrace the latter concept 


tendency of some state 


dec isions, 


adhere to 


Articles 


Digests and Comments 
from Other Periodicals 
«+ « Staff Prepared 


Income and property taxes differ in that 
the latter imposes a tax liability upon the 
existence of property owned, while the in- 
come tax is effective only upon the receipt 
of income, and without reference to its con- 
tinued existence. Another difference is that 
the same funds or property may sustain more 
than one income tax liability, as they may 
constitute income to any number of 
viduals during the year. 


indi- 


Of the three major types of taxes, the 
excise category is perhaps the most usual 
classification used by grouping 
income taxes. A precise definition of an 
excise tax is lacking; however, an act is the 
usual basis for excise taxes 


courts in 


In the case of 
income taxes, the acts of doing business or 
earning an income are possible bases for 
an excise tax. Income may be the measure 


of the tax—that is, an 


income tax may be 
based upon an act or privilege and measured 
by income. 

Classification of an income tax as an ex 
cise results in significant differences 
pared with the property tax 
Perhaps the most important difference is 
that the uniformity and double taxation 
provisions of the constitution applicable to 
property taxes are inapplicable to excise taxes 


com 
classification 


Whether the courts regard a state income 
tax as a property tax or an excise tax is sig 
nificant in determining the extent to which 
the tax base may include income from fed 
eral instrumentalities. 


Viewed as a property tax the state’s juris 
diction to impose an income tax is, in some 
respects, than if an excise tax 
Situs of property is of paramount importance 
in ascertaining the state’s jurisdiction to im 
pose a property 


narrower 


tax, whereas the exercise 
of an act or privilege is determining for an 
excise. As an tax, the broadened 
jurisdiction enlarges the area of multiple 
taxation more than is otherwise 


property tax As a legal 


excise 


effective 
argument 
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against a tax liability, multiple taxation ap- 


pears to be impotent 


and 
manifested 


Courts scholars have 
with the three 
traditional tax classes for purposes of clas- 
sifying income taxes. The distinctive nature 
of the income tax is such that none of the 
three usual categories is suitable for the 
The income tax may bear 
strong resemblance to other types of taxes; 
however, the 


legal 
dissatisfaction 


Various 


income tax 
differences are of such sig- 
nificance that the three categories are inap 
propriate. Some courts have regarded the 
income tax as su generis, that is, distinct 
and peculiar to itself. In some states certain 
constitutional provisions constitute an im 
portant factor contributing to the rejection 
of the traditional classification. 


The Supreme Court of Wisconsin clearly 
rejected the three traditional types of taxes 
and insisted 
for the income tax 
Wis. 456, 134 N. W. 
Supreme Court of 


upon a separate classification 
(State v. Frear, 148 
673 (1912).) The 
South Carolina also re- 
jected the contention that general individual 
and corporate income taxes are property 
taxes. (Crescent Manufacturing Company v 
Tax Commission, 129 S. C. 480, 124 S. E. 
761 (1924).) Constitutional provisions in 
California likewise suggest that the income 
tax is unique in nature. The Kentucky 
Court of Appeals has held income taxes to 
be unique in nature. (Reynolds Metal Com 
pany v. Martin, 269 Ky. 378, 107 S. W. (2d) 
251 (1937).) 


The nature of an income tax is a question 
for the various state courts to resolve in 
most When classified as a prop- 
erty, personal or excise tax, the limitations 
applicable thereto are “almost always suf- 
ficient to prevent the use of the peculiar 
characteristics of the income tax which are 
the chief virtues.” (Brown, “The Nature of 
the Income Tax,” 17 Minnesota Law Review 
145 (1933).) 


instances, 


Tax Growing Pains 


““Lifo Inventories and Corporate Surplus 
Accumulations as Affected by Inflation," 
by John C. Chommie. Dickinson Law 
Review, March, 1955. 


The author is a professor of law, Dick- 
inson School of Law. 


In a period of an expanding economy, of 
corporate growth symptomatic of a cyclical 
upswing, corporate managers often find them- 
selves faced with a dilemma. On 
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hand, retained corporate earnings are pur- 
chasing less and less plant and equipment 
in a replacement or expansion program. On 
the other hand, a retention of a larger num- 
ber of earned dollars to meet growth needs 
creates a risk of penalty surtaxation on 
grounds the accumulations will not meet the 
test of reasonableness required by Section 
102(c) of the 1939 Internal Revenue Code. 


Given a corporate expansion program, will 
the courts recognize the effects of the de- 
creased exchange value of the dollar? To 
further limit the problem: Given a definite 
expansion plan, what is probative to establish 
that the costs are in keeping with the ac- 
cumulations? Perhaps the case that sheds 
the most light on the effect of a cyclical 
upswing’ in this area is World Publishing 
Company v. U. S., 169 F. (2d) 186 (CCA-10, 
1948), cert. den., 335 U. S. 911, 69 S. Ct. 
480 (1949). In this case, the taxpayer, a 
one-man newspaper corporation, passed divi 
dends in 1942 and 1943, during which years 
it had disposable earnings of some $80,000 
and $96,000. At the end of 1943, it had an 
earned surplus of some $740,000 and quick 
net assets of $670,000. In 1941 it had es- 
tablished a reserve of $500,000 to pay for 
a new press and plant at an estimated cost 
of $350,000 and $150,000, respectively. One 
half of the cost of the press was to be borne 
by another newspaper corporation. This left 
$325,000 as the taxpayer's estimated obliga- 
tion. The directors recognized that actual 
expansion could not be undertaken until 
the end of World War II. By 1945, how- 
ever, the estimated costs of expansion had 
risen from $500,000 to some $940,000, due 
to inflation. 


The problem in such a case is whether 
the taxpayer is to be given the benefit of 
hindsight in his cost estimates. The district 
court and the majority of the court of ap- 
peals, along with the apparent weight of au- 
thority, denied the right of the taxpayer 
to do this. The dissenting judge in the 
court of appeals, however, measured the 
quick net assets against the 1945 estimates 
and, thus, found that the accumulations were 
not unreasonable 


Section 533(a) of the new Code corre- 
sponds to Section 102(c) of the 1939 Code 
Unreasonable accumulations are prima facie 
determinative of an intent to avoid personal 
surtaxation. Rebuttal may be by a 
“preponderance” rather than by a “clear 
preponderance of the evidence.” More sig- 
nificant, however, is new Section 534, which 
shifts the burden of proof to the Commis- 
sioner in certain situations 


now 


In substance, if 


© TAXES — The Tax Magazine 





the Commissioner gives the taxpayer notice, 
in advance of a deficiency assessment, of an 
intent to assess the penalty tax, and the tax- 
payer fails to respond within 30 days of the 
Commissioner’s mailing or responds inade- 
quately with a statement of his position as 
to the reasonableness of the accumulations, 
then the burden remains with the taxpayer. 
If the Commissioner fails to send the requisite 
notice or the taxpayer responds adequately, 
the burden of proof is on the Commissioner. 
It should be noted that the burden-of-proof 
provision of Section 534 applies not only to 
the question of reasonableness but, also, to 
the extent to which the earnings exceed the 
reasonable needs of the business. 


Section 537 of the new Code provides 
simply that “for purposes of this part, the 
term ‘reasonable needs of the business’ in 
cludes the reasonably anticipated needs of 
This section was added in 
the Senate Finance Committee, but it was 
a technical redrafting of the accumulated- 
earnings provisions contained in H. R. 8300. 
The House Ways and Means 
report explains this “new” 


the business.” 


Committee 
standard thus: 


“In order to eliminate the immediacy test, 
your committee has expressly provided in 
the statute that the reasonable needs of the 
business shall include the ‘reasonably antici- 
pated’ needs of the business. It is contem- 
plated that this amendment will cover the 
case where the taxpayer has specific and 
definite plans for acquisition of buildings or 
equipment for use in the business. It would 
not apply where the future plans are vague 
and indefinite, or where execution of the 
plans is postponed indefinitely. 


“The criticism has also been made that, 
in determining the reasonable needs of the 
business, consideration has been frequently 
given to events occurring after the close of 
Your committee is of the 
opinion that only the facts as of the close 
of the should be 
account in determining whether 


the taxable year 


taxable year taken into 
an accumula- 
tion is reasonable. If the retention of earn- 
ings is justified as of the close of the taxable 
year, subsequent events should not be used 
for the purpose of showing that the reten 
tion was unreasonable in such year. How- 
ever, subsequent events may be considered 
to determine whether the employee (tax- 
payer) has actually consummated the plans 


for which the earnings were accumulated.” 


The report refers to situations where sub- 
sequent events might operate against the 
taxpayer. Presumably the converse was also 


intended. If so, the explanation is significant 


Articles 


in light of the discussion above concerning 
the World Publishing Company case and the 
use of hindsight in establishing estimated 
costs of growth plans. While the new legis- 
lation as a whole is highly favorable to the 
taxpayer, in situations where he still has the 
burden of proof, the problem of estimating 
costs is as critical, if not more so, as ever. 


Saving Estate Taxes 


“Post Mortem Estate Planning,"’ by 
Dwight Rogers and G. Dykeman Ster- 
ling. University of Pittsburgh Law Re- 
view, Winter, 1953. 


Mr. Rogers is a member of the New 
York bar. Both authors are associates 
of a New York City investment counsel- 
ling firm. 


While that portion of the bar specializing 
in the taxation of estates is aware of the 
occasional tax-saving opportunities through 
a simple disclaimer, the cases for the most 
part are not litigated and therefore are un- 
reported and not called to the attention of 
the general practitioner. A newspaper 
headline, “Disclaimer Saves E Family over 
$800,000,” might attract considerable atten 
tion from the local bar. But such an event 
is more likely to be reported, if at all, as 
“Mrs. E Refuses Husband’s Estate.” (In 
Ida F. Doane, CCH Dec. 16,476, 10 TC 
1258 (1948), a deficiency in estate tax of 
over $3 million was asserted. The disclaim- 
er, although in that case apparently little 
more than a formality, saved the tax for 
the charitable remaindermen.) 


Mr. E died testate, survived by his wife, 


two children and _ several 
His estate was over $3 million. 
was over 70 and in good health. 
sonal fortune perhaps 
large as that of her husband. The children 
had relatively small properties of their 
own. Mr. E’s will, executed nearly 30 years 
before his death, left his entire estate out- 
right to his wife appointed her sole 
Mrs. E had little need and less 
the responsibilities of an 
tional large fortune. 


grandchildren. 
M rs. E 
Her per- 


was third as 


one 


and 
executrix 


desire for addi- 


It was not until several months after Mr. 
E’s death that experienced outside assist- 
ance sought in connection with the 
valuation of closely held corporate stocks. 
Almost immediately there was suggested an 
exploration of the 
claimer or 


Was 


possibilities of a dis- 
renunciation by Mrs. E of all 
benefits under the will of her late husband. 
Time was short The state of Mr. E’s 
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Section 2056(d)(1) and (2) 

of the 1954 Code is 

specific as to the effects on the 
marital deduction of disclaimer by the 
surviving spouse 

and by any other person. 


micile placed a definite time limit on such 
action That 
intestate 


by a legatee follows a 


pattern 


state 


lamiliar 


of distribution 


When spouse and all children survive, the 
third of 
thirds 


children. 


inherits 
property 


spouse one all personal 


and two goes in equal 
among the Mrs. E’s re 
ot the given her under 
that particular will would throw the whole 


into 


shares 
nunciation benefits 


estate intestacy and thus produce a 
interests, ‘The 
lawyers for the estate, not especially con- 


versant 


radical change in beneficial 
with estate planning, were under- 
standably certain that no such major shift 
in the beneficial interests could be brought 
about without attracting a gift tax, and were 
at first inclined to dismiss the proposal as 


totally impractical 


Cursory examination by the authorities, 
however, stimulated further exploration. 
Lawyers, trust accountant 
vestment specialist were called in. Probate 
judges and tax officials of two states were 
ulted \ with officials of 
Service was held in Washington. Final- 
ly, on advice of her counsel, only a day or 
two before the statutory deadline, Mrs. E 
renounced all rights under the will. As a 
consequence the estate will be shared by the 
two children After the disclaimer the 
estate can take as a marital deduction only 
one third of the value of the estate instead 
full one half of the “adjusted gross 
estate” which would have been the measure 
of the deduction had the will been undisturbed. 
(Sections 2056(d)(1) 2056(d) (2), 


officer, and in- 


con 
the 


conterence 


ola 


and re- 


spectively, of the 1954 Code are specific 
as to the effects on the marital deduction 
of disclaimer by the surviving spouse and 
by any other person. Code Section 2056(c) 
(2) provides for the computation of the 
“adjusted gross estate.”) Thus a tax on an 
additional portion, perhaps one sixth of Mr 
E’s estate, will now have to be paid. The 
expected saving in will take 
place in Mrs. E’s estate. 

Her to the testamentary 
gift does indeed change sharply the course 
of devolution of the property the 
dead to the living, but such a has 


estate taxes 


refusal accept 
from 
refusal 
been held not to constitute a transfer. Thus, 
despite its act of dis- 
claiming appears not to make a gift of that 
portion of the property which now, just as 
if Mr. E had died intestate, goes to the 
children, instead of passing under his will 
to his widow. 

Had she wished, Mrs. E might have gone 
a step further and renounced her one-third 
intestate of the but the 
consequences would have 
The estate would have been 
any of the marital 
owing to the specific provisions of 
Section 2056(d)(1), and at least 
states a “transfer” have 
sufficient 


consequences, her 


share estate, too, 


immediate tax 
been severe. 
denied deduction, 
Code 
many 


made 


use 


in 
would been 
to occasion a gift tax, This dis- 
tinction between the renunciation of benefits 
under a will and renunciation of benefits in 
intestacy seems, to say the least, insubstan- 
tial. 
that 
guides 


Its roots are in property law concepts 
have little to recommend 
to the realities of 
tax administration. 


them 


as 
an even-handed 

Here, ultimately, the taxes on Mrs. E’s 
estate will doubtless be several hundred 
thousand dollars less than they would have 
been had she taken under the will. In the 
meantime, year by year, as long as Mrs. E 
lives, the income flowing to the children 
will fall in materially lower brackets than 
it would have in the hands of their mother 
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heav y 


income tax burdens their families will 

after they die. One would imagine 
from reading such wills that Congress had 
passed a law that income 
property was tax exempt. 


face 


declaring on 


inherited 

Because of a growing recognition of this 
situation and of the fact that sprinkling 
trusts often be molded to serve the 
natural objectives of testators, more lawyers 


can 


”" Benjamin, work cited, p. 89 
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are advocating the use of such trusts, and 
trust companies are indicating an increasing 
readiness to accept and administer them.” 

When the facts warrant, the testator’s 
attention should be called to the practical 
advantages and tax economies of the sprin 
kling trust. It may prove to be just what 
he really wants and ought to have 


[The End] 
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Income Tax Amending Bill . . . 


Capital Loss Distinguished 


Canadian Tax Letter 


New Tax Bill 


Finance Minister's budget resolutions 
and additional amendments incorpo- 
rated in income tax amending bill. 


Bill No. 417, amending the Income Tax 
Act, has been introduced in the House of 
Commons by Mr. Harris. It contains the 
budget which announced 
previously. Here are the amend- 


resolutions were 
some of 


ing provisions 


Rental income from real property is to be 
added to earned income and, therefore, such 
income will not 


be subject to investment 


surtax, 


When a business is sold as a going con- 
cern, the profits attributable to the sale of 
stock-in-trade inventory will, under the new 
law, be included in the vendor’s taxable in- 
This change in the law 
decisions of the 


come upsets the 


which have long 


held that such profit was capital gain 


courts, 


In the future, inventories may be com 
puted on a cost as well as a market valuation. 


A 53-week fiscal year will be permissible 


\ special reserve applicable to those lend 
ing money on mortgages may be set up and 
deducted from taxable income This re 
serve will be in lieu of a reserve for doubt 
ful debts 


The expenses in connection with the is 
suing or selling of capital stock will, under 


the new law, be deductible in 


computing 
income. However, amounts paid or pay 
able as commission or bonus to the persons 
to whom the were issued or 
vill not be deductible Neither 
cost of salesman, 
deductible 


shares sold 


may the 
services of a agent of 


dealer in securities be 


Last year’s amendment regarding pro 


ceeds of casualty insurance on depreciabk 


property has been extended so that the tax 


Canadian Tax Letter 


defer taking such 


proceeds into income until the year after the 


payer may insurance 
proceeds have been received, if in that year 
they are expended for the replacement of 
the depreciable property destroyed. 


The aggregate of all amounts received or 
receivable in a taxation year is gross reve- 
nue Amounts account of 
capital are excludable. 


received on 


Some after-1956 proposals: A corporation 
that derives more than 10 per cent of its 
gross revenue from rents will not qualify 
as a nonresident-owned investment corpora- 
tion. The corporation deriving more than 
10 per cent of its income from the leasing or 
operating of ships or aircraft cannot qualify 
as a foreign business corporation 


Loss on Accounts Receivable 
Is Capital Loss 


The bad debt deduction does not apply 
where loss arose after the purchase and 
sale of accounts receivable. 


A newly formed corporation took over 
the assets of a partnership as a going con 
The three partners became the three 
shareholders in the new corporation, Cer- 
tain of the accounts receivable became bad 
debts, and the corporation wrote them off 
and deducted them from income. 


cern, 


The Appeal Board, however, refused to 
allow the deduction. The law provides that 
bad debts may be deducted if they have 
been included in the taxpayer’s income “for 
that year or a previous year.” The 
poration had made a capital outlay when it 
purchased the 
follows that 


cor- 


accounts receivable, so it 
when the receivables turned 
out to be worthless the loss must be a 
capital -Woodlon Motor Sales Ltd. v. 
Minister of National Revenue, 55 DTC 295 
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| Taxes... 


Tax-Wise 


Meetings of Tax Men 


National Association of Tax Adminis- 
trators.—The twenty-third annual meeting 
of the National Association of Tax Adminis- 
trators will be held July 17-20 at Edgewater 
Park, Mississippi. Three general sessions, 
a number of section meetings and a business 
meeting are listed in NATA’s preliminary 
program. 

Among the topics to be discussed are: 
interstate allocation of corporate income, 
from the taxpayers’ point of view; industry’s 
stake in good tax administration; excise 
taxation of income derived from interstate 
commerce, in the light of recent United 
States Supreme Court decisions; and Cana- 
dian tax policy and administration. 


North American Gasoline Tax Confer- 
ence.—From September 25 through Sep- 
tember 28, the North American Gasoline 
Tax Conference will take place at the Hotel 
Greystone, Gatlinburg, Tennessee. 


National Tobacco Tax Association.—The 
Statler Hotel at Detroit will be head- 
quarters for the twenty-ninth annual meet- 
ing of the National Tobacco Tax Association 
The four-day will 
October 2 


convention open on 


International Institute of Public Finance. 
The International Institute of Public Fi- 
nance will hold its annual meeting Septem- 
ber 12-14 at Paris, France Information 
may be obtained from Professor M. Masoin, 


38, Avenue de la Jonction, Brussels, Belgium. 


More Mouths and Bigger Appetites 


A Bureau of the 
G-GE54-No. 5- 


eral 


Census publication— 
that while fed- 
employment during the 12 
months ending with October, 1954, exhibited 
very little change, over-all trends in pubic 
employment continued upward. State and 
local government personnel increases totaled 
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announces 
civilian 
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Tax People... 
Things Taxed... 


some 196,000, sending the total civilian 
public payroll for the year to $23.9 billion. 
Wages and salaries for the final month 
of that year totaled $2.1 billion. 


Governmental wage and salary payments 
for October, 1954, were 88 per cent greater 
than forthe corresponding month in 1945. 
Public employment rose only about 10 per 
cent during those nine years. The bulk of 
the burden has grown out of upward salary 
adjustments to meet increased costs of 
living. 


Schools for Postgraduate Tax Men 


The second class of internal revenue 
agents was graduated from the advanced 
training center of the Internal Revenue 
Service, located at the University of Michi- 
gan, on June 4, Commissioner of Internal 
Revenue T. Coleman Andrews was at Ann 
Arbor to present the certificates to the 
agents. 

The center, under the direction of Charles 
J. Gaa, is operated on a contract basis by 
the university. It was established for the 
purpose of broadening the training of en- 
forcement personnel, under the tutelage of 
academic, professional and business leaders. 

Two special 
visory 


summer courses in super- 
development have been announced 
by the Service. The courses, admitting 50 
students each, will run from July 5 to July 
16 and from July 19 to July 30. They will 
be made up of field supervisors in the audit 
and collection activity of the Service and 
employees of the audit and collection divi- 
sions of the national office. 


On the premise that tax practitioners 
should—even must—develop the same skills 
as agents in the Internal Revenue Service 
advanced training program, Tax Workshop 
School, of New York City, has set up a 
program calculated to train a special profes- 
sional group representing “a marriage of 
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the skills” of both the law 
ing professions. 


This nonprofit educational institution, 
now operating on a provisional charter from 
the Board of Regents of the University of 
the State of New York, is working toward 
an absolute charter, with the right to confer 
a master’s degree in taxation on students 
successfully completing its prescribed course 
of studies. The school is open to graduates 
of schools of business, as well as of law, and 
envisions and ultimate institution limited 
to not more than 1,000 students, and offer- 
ing training in small seminar-type classes 


and the account- 


Early efforts have been crowned with the 
election to office of numerous prominent 
tax practitioners as trustees of Tax Work- 
shop School, among them Chester M, Edel- 
mann and Henry Cassorte Smith. Mr. 
Edelmann is chairman of the board; Jess 
J. Lappner is director of the school. 


Tangled Web 


A late issue of Tax Policy, published by 
Tax Institute, Inc., views the “French tax 
tangle.” Its report is based, in the main, on 
two papers prepared for a meeting of the 
American members of the International 
Institute of Public Finance at Columbia 
University—by Carl S. Shoup, 
president of the American section of the 
institute, and Walter S. Rothchild, a New 
York City attorney. Other angles came out 
of the open discussion at the meeting, where 
the French tax system and its big problem 
of evasion were subjected to 


Professor 


“sympathetic 
and understanding microscopic investigation.” 


State Tax News 


California.—A. B 


1131, which drops the 
sales tax 


exclusion for certain contractors, 
was approved on May 31, as Chapter 795 
A. B. 1128, tightening the 
“retail sale” to include 


definition of 
deliveries to an 
agent of an owner, a former owner, or a 
factor, if delivery is to a consumer or for 
redelivery to a consumer, 
on May 26 as Chapter 794 


was approved 


Jefore the June 


legislature adjourned on 
8, the senate passed A. B. 1637, providing 
that a shall be entitled to an 
amortization deduction based on a period 
of 60 months for any device, machinery or 
equipment for the prevention, at the source, 
of air pollution. Among the assembly- 
passed measures was S. B. 250 (as amended), 
adopting, for tax years beginning after 1954, 
federal Code (dealing 


Tax-Wise 


taxpayer 


Section 355 with 


distribution of stock and securities of a 
controlled corporation), 356 (on receipt of 
additional consideration) and 358 (on basis 
to distributees). 


All laws passed during the regular ses- 
sion for 1955 which do not contain a specific 
date will become effective September 6, 
1955. 

A recent interpretation of prior law held 
that where the commissioner required tax- 
payers to file returns and be 
combined or consolidated basis (prior to 
which time each appellant had annually 
filed a separate tax return on the so-called 
accounting basis, pursuant to the Bank and 
Corporation Franchise Tax Act), with the 
result that the taxpayers made overpay- 
ments, such overpaying of taxes was due to 
error or mistake on the part of the commis- 
sioner. The taxpayers were entitled to 
interest upon such overpayments.—Vlor- 
sheim Shoe Store Company, et al. v. Franchise 
Tax Board, California Superior Court, Sacra- 
mento County, Appellate Department, April 
18, 1955. 


taxed on a 


Illinois—The temporary retailer's sales 
tax increase has been passed as S. B. 509, 
as amended. 
ot 9 per 
per cent ol! 


The former tax of 2 per cent 
cent has increased to 2.5 

100 per cent of gross receipts, 
excluding the sales tax, for the period from 
July 1, 1955, through June 30, 1957. 


been 


S. B. 750 would enable municipalities to 
tax the following businesses at a rate not 
exceeding 5 per cent of the gross receipts 
derived from business within the 
municipality: (1) the transmission of mes- 
sages and (2) the distribution, supplying, 
furnishing or selling of gas, electricity or 
water, not for resale, for use or consump- 
tion within the municipality. 


done 


These taxes 
might be in addition to payments made to 
the municipality as compensation for 
of public thoroughfares. 


The Illinois Supreme Court decided on 


May 20 that enhanced value of traded-in 
property 


use 


due to reconditioning is 


exempt 
from sales tax. 


3ut the value of a trade-in 
must be determined by the taxpayer, and 
the information submitted with his monthly 
return. Payment of the tax may not be 
deferred pending resale of the property. 
Ruby Chevrolet, Inc. v. The Department of 
Revenue 


Massachusetts. 


Chapter 360, Acts 1955, 
effective 


August 11, formally makes the 
state secretary agent for service of process 
if a nonresident individual or partnership 
contractor has failed to appoint an agent. 
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Formerly, the individual or the partnership 
was subject to penalty for failure to comply. 


Michigan.— The business-receipts law, 
which was to have expired on December 
31, 1955, will be made permanent if H. B 
416, which has passed both houses of the 
legislature, is approved by the governor. 


The business-receipts tax will be increased 
as follows: on the adjusted receipts of public 
utilities, from one mill to 1.5 mills, and on 
all taxpayers other than public utilities, 
from 4 mills to 6.5 mills. 


A reasonable allowance for depreciation 
or amortization of real property will be 
permitted as a deduction from gross receipts. 


Whenever the payroll of a person subject 
to the tax under the business-receipts tax 
act exceeds 50 per cent of the gross receipts 
of such person, an additional deduction of 
10 per cent of his gross receipts or one half 
of the excess—whichever is smaller—may 
be taken in addition to the basic 50 per cent 
deduction. The term “payroll” includes 
only the wages or compensation paid to 
others 


New Jersey.—An old provision, the lan- 
guage of which had been inadvertently omit- 
ted from the statute in the amendment 
of 1954, has been restored by A. B. 206, 
Chapter 35, approved May 27, to be effec- 
tive January 1, 1956, It concerns the hold- 
ing of a subsidiary’s stock: The deductible 
portion of any holding by a taxpayer of 
capital stock of a subsidiary during all or 
part of any year shall be determined as the 
ratio of the subsidiary’s business within the 
state to its business everywhere during its 
next preceding taxable year if the subsidiary 
is subject to a franchise tax measured by 
gross receipts under any other law of the 
state 


Cigarettes purchased by an authorized 
agent of the Veterans Administration from 
donations for free distribution to, and for 
consumption by, hospitalized veterans housed 
in state institutions are exempt from tax 
(Chapter 18). 


An appeal has been filed in the United 
States Supreme Court (on May 9), in the 
Werner Machine Company, Inc. case. The 
New Jersey Supreme Court, on December 
20, 1954, affirmed the judgment of the su- 
perior court, appellate division, holding that 
the 1945 corporation business tax act im- 
poses a valid franchise tax, and that federal 
bonds are properly included in the calcu- 
lations of net worth. 


New York.—Article 457(d) of the per 
sonal income tax regulations, revised May 
12, provides that “business income” as used 
in Article 457 excludes income from rents 
and capital gains (or capital losses). In- 
come from rents is taxable to a nonresident 
only if the property is located within the 
State of New York. In that case, the entire 
net income from such source is taxable 
Gain from the sale of real property having 
a situs within the state is taxable in its en- 
tirety. Gain or loss resulting from the sale 
of tangible or intangible personal property 
shall be apportioned on the same percentage 
basis as is used in apportioning other 
business income. 

In a recent case relating to apportion- 
ment of estate taxes (Matter of Gerald 
Moncrieffe Livingston), the Surrogate’s Court 
for New York County held that the tes- 
tator’s clear testamentary direction that 
estate taxes be paid from a particular part 
of his residuary estate relieved the share 
of his widow, a residuary legatee, from pay- 
ment of taxes. By another decision in the 
same court (Estate of Nathan E. Golden), 
the decedent’s testamentary stipulation against 
apportionment was held to apply only to 
property passing under the will and not to 
property passing by extratestamentary dis- 
position (namely, insurance, a Totten trust, 
and certain bonds). Decedent had referred 
to “any property owned by me at the time 
of my death.” 


Ohio.—By the terms of pending S. R, 39, 
the legislative service commission would 
make a detailed study of the intangible tax 
law in order to determine inequalities or 
undesirable practices, weigh the effects of 
judicial decisions and recommend a pro 
gram to effect simplification. The commis- 
sion’s report would be due at the next 
general assembly. 

H. B. 328 would clarify the sales tax 
exemption granted to utility companies by 
defining it as applicable to sales of elec 
tricity by any electric company, including 
rural electric companies, and sales by other 
public utilities of a kind for which rates and 
charges are fixed by utility commissions or 
similar regulatory bodies. 

Under a new tax law, effective August 15, 
vendors are no longer required to keep parts 
of canceled prepaid tax receipts as part of 
the records which they must keep for in 
spection by the tax commissioner (H. B, 239). 


The due date for filing the new form for 
use in making declarations of estimated 
Cincinnati income tax was postponed until 


July 1. 
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Oklahoma.—A gross value tax of 5 per 
cent is levied on all ores bearing uranium. 
Gross value is taken at the time and place 
(H. B. 692.) 
Oklahoma is the first state to levy a specific 


the ore is mined or produced. 


tax on uranium ores. 


Pennsylvania.— Bills extending the two- 
cent additional taxes on gasoline (H. B. 33) 
and on fuel use (H. B. 34) to May 31, 1957, 
were approved by the governor on May 31. 
H. B. 36, which extends the realty transfer 
tax to the same date, 


and extends it to 


without consideration, 
proved June l. 
period in will be re 
funded if the gasoline is used in farm ma- 
chinery (H. B. 35), has passed the senate, 
but with amendments in which the 
has not yet concurred 


Under pending 
approval by the 
amendment 


transiers was ap- 


Another bill, extending the 
gasoline 


which taxes 


house 


legislation: Subject to 


voters, a constitutional 
limit any tax on, or 
measured by, income or wages to 1 per cent 
(H. B. 1346). Cities of the class 
would no longer be enabled to impose a 
license fee on any subject, regardless of the 
existence of a state license fee (H. B. 1265) 
W holesale 
would be 
Stamps. 


would 


second 


dealers, rather than retailers, 

required to affix cigarette tax 
Retail dealers would be prohibited 
from accepting cigarettes which do not bear 
tax stamps. “Wholesale dealer” would be 
interpreted to include any person selling 
within the state more than 50 per cent of its 
total cigarette sales volume to retail dealers 
(S. B. 437). A highway use tax 
proposed (H. B. 1509). 


has been 


Texas.—The governor approved the om- 
nibus tax bill (H. B. 660), to be effective 
September 6. Among its provisions are the 
following: 


The franchise tax 
and foreign 
$2 per 


domestic 
from 
capital is 


imposed on 
corporations Is 
$1,000 to $2.25 


pe.c. 


increased 
Stated 


substituted, in the tax basis, for outstanding 


capital stock. The initial tax of a domestic 
corporation, as well as of a foreign one, is 
payable within 90 days after the expiration 
of one year from the date of filing of its 
charter or granting of its permit. At the 
same time, the corporation must pay its tax 
in advance for the period from the end of 
the first year to, and including, April 30 of 
the year following 


The rates of tax on motor fuel and on 
liquefied gas are increased from four cents 
a gallon to five cents, and on all other liquid 


fuels from six cents a gallon to 6.5 cents 


Tax-Wise 


The increased rate of tax on cigarettes 
which was to expire in 1957 has been made 


permanent. 


The Texas Legislature adjourned June 7 


Virginia—The burden of the municipal 
gross-receipts tax on telephone companies 
now falls upon the companies, but in a hear 
ing before the state corporation commission, 


The Chesapeake and Potomac Telephone 
Company of Virginia is seeking to have the 
tax pasged on to the customer. Governing 
bodies Of the municipalities concerned are 


opposing this shift of the tax burden 


Washington. 
the state tax 


According to a 
dated 
1955, the rate increases in the 
tax and the business 
became effective May 
ditional 


ruling of 
April 26, 
retail 
and occupation tax 
1, 1955. If an uncon- 
to sell tangible personal 
property was entered into prior to that date 
and 


commission, 


sales 


contract 


the goods are delivered subsequently, 
the increased rates are applicable; if the 
property was delivered prior to that date, 
the old rates were applicable. If a contract 
contains a specific provision to pass title at 
some time prior to 
the provision 


delivery of the goods, 
will be deemed controlling, 
and the increased rates will be applicable 
only if title passed on or after May 1, 1955 
Payments on conditional and installment 
sales should be taxed at the rate applicable 
when the contract was written. Lessors of 
tangible personal property with an option 
to purchase are required to collect the tax 
at the rate in effect at 
payments fall due. The increased rates for 
services performed on or after May 1, 1955, 
also apply 


the time the rental 


to persons installing, repairing, 
cleaning, altering, imprinting or improving 
constructing, repairing, deco 
improving buildings or 
structures on real property, 


property, or 


rating or other 


Wisconsin. — The Wisconsin 
tax increase has gone to the governor. 


motor-fuel 
Ss. B 
426, which has been passed by both houses 
of the legislature ups the tax from four cents 
a gallon to six The governor had 
urged passage of the measure in a special 
message to the legislature. The 
will be effective July 1. 


cents. 


increase 


Wyoming. — Among the new tax laws 
now effective is Chapter 134, which repeals 
the exemption from use tax of machinery, 
equipment and industrial materials directly 
used in various 
and 


industries when such ma 
materials are not generally 
stocked in the state for sale or are not read 


ily obtainable through an established retailer 


chinery 
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The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month, 


ARIZONA: August 15—Personal income 


tax second installment due. 


ARKANSAS: August 10—Franchise tax 


due. 


CALIFORNIA: August 15—Personal in- 
come tax second installment due. August 
31—Unsecured personal property tax de- 
linquent (5 p.m.). 


CONNECTICUT: August 15—Annual re- 
ports and fee from foreign and domestic 
corporations due (to be filed with Secre- 
tary of State). 


IDAHO: August 8—Property reports from 


sleeping car companies due. 


IOWA: August 1—Corporation reports due 
(last day) 


LOUISIANA: August 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


City Tax Calendar . 


August 15—Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. Michigan: Detroit prop- 
erty tax semiannual installment due. Penn- 
sylvania: Erie employer withholding re- 
ports and payment due 


August 20—Louisiana: Baton Rouge sales 
and use tax reports and payment due; 
New Orleans sales and use tax reports 
and payment due. 


August 25—New York: New York City 


conduit company tax reports and payment 
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MARYLAND: August 1—Property tax as- 


sessed by State Tax Commission due. 


MISSISSIPPI: August 1—Property 


third installment due. 


tax 


NEVADA: August 1—Property tax quar- 


terly installment due. 


NEW JERSEY: August 1—Property tax 


quarterly installment due. 


NORTH DAKOTA: August 1—Domestic 
corporation tax reports and payment due 
(last day). 


OKLAHOMA: August 31—Corporation li- 


cense tax reports and payment due. 


OREGON: August 1—Corporation license 
tax reports due. August 15—Corporation 
license tax due (last day).—-Property tax 


delinquent.—Property tax quarterly in- 
stallment due. 

WISCONSIN: August 1—Corporate in- 
come tax second installment due.—Per- 


sonal income tax last installment due. 


‘ue; New York City public utility excise 
tax reports and payment due. Ohio; Cin- 
cinnati employer withholding reports and 
payment due. 


August 31—Delaware: Wilmington prop- 
erty tax due (last day). Michigan: De- 
troit property tax in single installment 
due (last day). Missouri: St. Louis em- 
ployer withholding reports and payment 
due. Ohio: Dayton employer withholding 
reports and payment due 
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Federal Tax Calendar 


August 15— 

Due date of deposit by employer with a 
federal reserve bank or authorized de 
positary of the amounts of (1) in- 
come tax withheld from wages, (2) 
employees’ tax withheld under Section 
3102 and (3) employer’s tax under Se« 
tion 3111 where, during the preceding 
month, the aggregate of such amounts 
exceeded $100. (4) If an employer 
pays wages to agricultural labor subject 
to taxes under (2) and (3) above, he 
will make a separate computation for 
this group to determine whether the $100 
minimum has been exceeded. (Regula- 
tions 120, Section 406.606.) Form 450 
(depositary receipt) 


Due date, by general extension, of returns 
for the fiscal year ended February 28, 
1955, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 


maintain offices or 


places of business 
in the United States, (3) domestic cor 
porations which transact their business 
and keep their records and books of 
accounts abroad, (4) domestic corpora- 
tions whose principal 
within the 


States 


from 
possessions of the 
and (5) 
residing or 


income 1s 
sources 


United 
zens 


American citi 
traveling abroad, in 
cluding persons in the military or naval 
service on duty outside the United States 
118, Section 39.53-3(a).) 
Form 1065; (2)-(4) 
Form 1040 


(Regulations 
Forms (1) 
1120: (5) 


Form 


Monthly 


holders 


information 
and of 


returns of stock- 
and directors 
of foreign personal holding companies 
due for preceding month. (Code Section 
6035.) 


officers 


Form 957. 


Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre 

ceding month, with statement showing 

stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


August 31— 


Due deposit of the following 
excise taxes for July to an authorized 
depositary, if such taxes reportable for 
July exceeded $100 


posit 


date for 


taxes on safe de- 
boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 
cable messages and services; transpor- 
tation of persons; admissions, dues and 
initiation fees: gasoline, lubricating oils 


and matches; sales by 


manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailers; manufacture of sugar; trans 


portation ol! fuel 


property; and diesel 
(Regulations Section 477.4.) 


depositary 


Form 537 
receipt) 





STANDARD FEDERAL TAX REPORTS—Vew law, old 
law—for the man who must have everything concerning 
federal taxes affecting business and individual tax- 
payers. Week in, week out, the Standard’s informative 
issues rush to subscribers complete details on every twist 
and turn of pertinent federal tax law, as it breeks. Fea 

tured are authoritative full texts of laws, regulations, 
rulings, court decisions, forms, and related facts and 
information—all explained and tied into the over-all 
picture with helpful, understandable editorial comments. 
Current subscription plan includes 7 “bring-you-up-to- 
date” Compilation Volumes and companion Internal 
Revenue Code Volume. 
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FEDERAL TAX GUIDE REPORTS—Edited and produced 
particularly for Tax Men who must stay abreast of un- 
folding developments concerning the federal income 
taxes of the average taxpayer, the ordinary corporation 
or individual. Swift weekly issues provide quick access 
to essential facts and information—changes in statutes, 
amendments, regulations, decisions, official rulings, and 
the like. Subscription includes two loose leaf Compila- 
tion Volumes replete with pertinent law texts, Commit- 
tee Reports, rulings, decisions, explanations, examples, 


charts, tables, check lists. 


PAYROLL TAX GUIDE—For dependable, continuing 
help in handling the payroll problems involved under 
federal income tax withholding, federal social security 
taxes on employers and employees, federal wage and 
hour regulatory provisions, state and local income tax 
withholding, and unemployment insurance contribu- 
tions. Spans the whole workaday world of pertinent 
statutes, rulings, regulations, decisions, returns, forms, 
reports and instructions. No law texts, no regulations 
instead plain-spoken explanations of “payroll law” 
meke everything instantly clear. Encyclopedic Compila- 
tion Volume included. 


PENSION PLAN GUIDE—A specialized Reporter for all 
concerned with drafting, qualifying for federal tax ex- 
emption, operating and administering employee-benefit 
plans. Regular releases make clear the what, how and 
why of statutory and practical requirements that shape 
and mold private programs. In addition to profit-sharing 
and pension planning, coverage includes: Group Insur- 
ance Plans, Executive Compensation Plans,, Fringe 
Benefits, Investment of Employee Trust Funds, Pay- 
ment of Benefits, Guaranteed Annual Wages. All ar- 
ranged in one loose leaf Volume. 


SINCLAIR-MURRAY CAPITAL CHANGES REPORTS 
(Produced and published by Sinclair, Murray & Co., 
Inc. —a wholly-owned subsidiary of Commerce Clearing 
House, Inc.) When capital changes affect income from 
an investment portfolio, how can the Tax Man get the 
facts and information needed for correctly computing 
gain and loss for federal income tax purposes? In three 
loose leaf Volumes the complete capital changes histories 
of over 12,000 corporations are set forth. Fast, regular 
loose leaf Reports cover federal tax aspects of: stock 
rights, stock dividends, reorganization security ex- 
changes, liquidating distributions, dividends on pre- 
ferred stock redemptions, non-taxable and capital gains 
cash dividends, interest on bonds “traded flat,” amortiz- 


able premium on convertible bonds, and the like. 
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STATE TAX REPORTS—Tax Men everywhere welcome 
the special assistance of CCH’s State Tax Reports. Forty- 
eight states and the District of Columbia are each in- 
dividually covered in separate reporting units. Swift, 
accurate, convenient, the informative regular “Reports” 
for each unit keep pertinent state tax facts and informa- 
tion constantly up-to-the-minute. Coverage includes new 
laws, amendments, regulations, rulings, court and ad- 
forms—in 


ministrative decisions, return and 


report 
short, everything important and helpful in the sound 
and effective handling of corporate or individual state 
taxes and taxation. One or more loose leaf Reporter 
Volumes for each unit included under subscription at 
no added cost. 


“There's a CCH Topical Law Reporter To Fill 
Every Tax Law Need, Every Business Law Need” 


PUSLISHERS of TOPICAL Law REPORTS 


NEW YORK 36 CHICAGO 1 WASHINGTON 
522 Filth Ave. 214 6. Michigan Ave. 1329 £ Street, 





